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I. INTRODUCTORY STATEMENT 


HAT law alone has been able to evolve a safe and reason- 

ably serviceable banking system has been conclusively 

disproved. The history of American banking is, in part, 
one of a rising tide of governmental regulation. To what avail? 
One must read the story of the panic of 1837 to find as great a 
financial collapse as occurred during the years of 1930-33. Big 
and small, unit and multiple banks crashed. The apparent com- 
parative stability of banking structures in such countries as 
England and France, comparatively free of the “reins of the 
law,” offers little aid and comfort to those who seek banking 
reform through legal measures alone. 

From rather diverse quarters the suggestion that we license 
bankers is receiving growing attention and support. The late 
Francis Sisson is said to have urged the idea. Certainly it went 
“on the air” as part of a radio broadcast of the University of Chi- 
cago Round Table in the winter of 1933. Finally, in June, 1934, 
the Committee on Grievances and Making of Banking a Legalized 
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Profession, of the Illinois Bankers Association, reported in its 
favor. This excellent report was prepared by Professor James 
Washington Bell, of Northwestern University, in co-operation 
with the committee referred to earlier, consisting of Wirt Wright, 
F. F. Noleman, and Mark A. Brown. 

Before summarizing the report, it may be well to state as brief- 
ly as may be the perspective of the present writers on the prob- 
lem of banking reform as a whole, so that their emphasis upon the 
C.P.B. concept will not be misinterpreted. 

First, licensing will not cure all banking defects automatically 
and at once. Nor will it ever solve all the problems of the func- 
tioning structure of our banking system. Any C.P.B. plan, fur- 
ther, will succeed in direct proportion to the skill with which it is 
adminisiered, to the spirit with which it is received, to the effi- 
ciency and perseverance of those who are charged with authority 
and responsibility for its on-going development. 

Second, certain structural changes in our banking system re- 
quire legal action to make them effective. The tendency seems to 
be toward a unified banking system. This raises issues such as 
branch banking, universal national banking and/or Federal Re- 
serve membership, unification, improvement, and standardiza- 
tion of bank examinations (personnel, methods, banking stand- 
ards, etc.). 

More careful legal control of incorporation would help. So 
would higher capital requirements based upon ratios of net 
worth to deposits. Legal limitations upon loans to officers, di- 
rectors, upon single-interest loans (extensions of credit to one per- 
son, firm, or group of allied firms and persons), are less conclusive 
in terms of probable effectiveness. Means of avoidance will be 
found, in all probability. A changed philosophy (a new birth) in 
the minds and hearts of bankers and business men is essential. 
Research to develop operating standards, standards of the safety 
and liquidity of loans and investments, standards guiding the 
apportionment of bank lending power cannot be left to academic 
sources alone. Banking sources must co-operate. 

Third, our Federal Reserve banking system has not proved its 











THE CERTIFIED PUBLIC BANKER 321 


generally expected value either as an emergency device or as an 
agency for control of the circulation medium (including bank de- 
posits). Federal Reserve banking has been unduly restricted by 
law. Asa financial fire department, it was certainly far from being 
geared up to any such world economic conflagration as that which 
began in the autumn of 1929. Eligibility provisions, for example, 
formed a bottleneck that admitted too small a proportion of bank 
earning assets to Federal Reserve rediscount facilities—too small 
for banking comfort or safety. Furthermore, the Reserve banks 
had to limit aid to members in trouble, in terms of vague probable 
future requirements for rediscounts of other banks,’in terms of 
uncertain future gold exports, in terms of the safety of paper 
offered for rediscount, and in terms of the solvency of the appli- 
cant for rediscounts. Certainly, in spite of the obvious interrela- 
tionships, aid to non-members was not generous. For one reason 
or another, Federal Reserve control of the quantity of bank 
credit did not prevent real estate and stock-market excesses; did 
not check the use of our monetary resources to finance unsound 
loans to foreign nations, municipalities, and foreign corporations. 
Here is a problem of gigantic dimensions—the problem of the 
policies and methods of our central banking system of the stop- 
ping-points of statutory regulation of the system. 

Fourth, the question of the monetary standard is basic to con- 
fidence in banking and reform. Whether gold, silver, bimetallism, 
or what not are to constitute the reserve money of the nation, at 
what ratios, at what coinage values, are matters that cannot be 
dealt with here. They are not solved by licensing bankers and 
yet their solution is prerequisite to the facile workings of any 
banking system. 

Fifth, there is the issue of governmental competition in bank- 
ing, particularly through loans to agriculture, to home-owners, 
and to consumers. And, as an offshoot, there is the matter of 
government participation in the ownership and management of 
commercial banks. These are questions that can hardly be an- 
swered by the mere licensing of actually or potentially practicing 
commercial bankers. 
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II. THE ILLINOIS REPORT 


The Illinois Bankers Association report, referred to earlier, 
recommends that banking be made a profession legally recog- 
nized as such, by means of a simple licensing system. Bank offi- 
cers in business today would be given licenses, the assumption 
being that recent events have “purged” our banking system of 
inefficient and dishonest bankers. State banking boards, “‘non- 
political” in character, would grant licenses in terms of their judg- 
ment of applicants’ and licensees’ educational training, experience, 
and intellectual and moral qualities. 

“Offenders, guilty of some malpractice or otherwise unfit for 
office, would be brought before the board by the examiner and 
superintendent of banking for a hearing to show cause why they 
should not be removed.”’ The board would have power to suspend 
or revoke licenses. 

The report suggests the possible use of periodic examinations, 
under more elaborate licensing schemes. Grades of qualification 
levels could be set up: A for higher and B for lower bank officers. 
Defaults and penalties could be specified. Until the scheme has 
been tested and perfected, it seems unwise to use other than sim- 
ple licensing laws. 

The report does not recommend licensing of bank directors. 
This, it is believed, would discourage the more competent from 
accepting directoral positions. Rather the Committee urges selec- 
tion of directors less on the basis of business-getting ability, more 
because of experience, knowledge, character, and honesty; sug- 
gests more adequate compensation; points out that officers, sub- 
ject to the licensing law, can object to directoral decisions involv- 
ing malpractices in violation of the law, thus strengthening their 
positions in event of a clash of interests between officers and di- 
rectors. 

III. THE CASE FOR THE C.P.B. 


It may well be that the case for certified public bankers needs 
no detailed restatement. Nevertheless, there are some arguments 
for repetition of the leitmotif behind the concept. 

Banking is primarily a business engaged in furnishing agricul- 
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ture, industry, and government with mediums of exchange. Many 
of these mediums arise as a result of bank lending and investing 
activities. Banks, therefore, have in their custody the “deposits” 
of what we speak of as business and the people. This is inevitably 
an accompaniment of the primary function. Since the smooth 
flow of production, trade, and consumption depends in a major 
way upon a safe banking system, upon effective control of the ex- 
pansion and contraction of bank credit, the principal circulating 
medium, banking is intimately “affected with the public inter- 
est.” 

In consequence, the picture of retired farmers, real estate deal- 
ers, and what not becoming bank administrative officers is out 
of focus in modern economic society. 

There is clearly as much need to regulate the entrance and exit 
of bank administrative officers to and from their profession as of 
doctors, lawyers, nurses, and accountants to and from theirs. 
Further, the licensing of bankers should not be the more or less 
nominal process of certifying of life insurance underwriters, which 
is not legally prescribed or enforced. Law and government must 
play a part in licensing and unlicensing bank officers. Why license 
banks and not bank officers? Is there not as much need for the 
latter as for the former? The high failure rate of recent years, the 
fact that large and small unit and multiple banks failed, points to 
bank administration as a vital factor in providing us with a safe 
banking system. 

No one expects a perfectly functioning system for granting and 
revoking the certificate of C.P.B.; not ever perhaps—certainly not 
in the early years of evolution. No one regards the process of 
licensing certified public accountants as perfect; it was in the 
early years of its development, even less satisfactory than it is to- 
day. But would anyone argue for return to the laissez faire prac- 
tices of the years before we had C.P.A.’s? 

One other point: The writers are convinced that the quantity 
of bank credit is less important than its quality. Put it this way: 
Safeguard quality and quantity will take care of itself. The Fed- 
eral Reserve banks check the quality of paper rediscounted or 
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purchased in the open market, but this check is likely to be ap- 
plied long after the funds borrowed have been placed in circula- 
tion. The funds may already have been used to assist overrapid 
expansion of inventories, of real estate capacity, of crop produc- 
tion, of foreign loans, etc. Later the credits, those granted earlier 
as well as later, are found to have deteriorated in quality. But 
then it is too late. The damage has been done. We then discover 
that quantity of bank credit is too great because quality has suf- 
fered a setback. Were limitations upon the expansion of bank 
credit those concerned with quality, the “overexpansion” stage 
might be avoided, in part at least. Thus the later loans that fi- 
nance “overexpansion” would not, like the few rotten apples, 
spoil the whole bushel. 

Now the problem of control of the quality of bank credit cen- 
ters originally at the desk of the lending officers of our commercial 
banks. It is up to them to restrain, through co-operative action, 
overexpansion of line A or line B; so closely to check the loans to 
underwriters of new security issues that investment credit expan- 
sion does not defeat attempts to limit the expansion of commer- 
cial credit; that the use of bank credit for security speculation is 
kept within “reasonable” bounds.” 

The quantity of the mediums of exchange is partly the number 
of dollar units “in circulation” or subject to withdrawal by check. 
But effective quantity depends upon the rate of turnover of this 
number of dollar units. One dollar spent six times a week will do 
the work of six dollars spent but once a week. Turnover decreases 
as we hoard our money, seek cash in exchange for goods, secur- 
ities, etc.; it increases as we cut down our cash balances and spend 
freely, seek goods, securities, etc. In so far as the effective quan- 
tity of money is a factor in the level of business activity, velocity 
of circulation is perhaps as important as the number of dollars 
available for circulation. And yet velocity is almost entirely a 

2 The significance of loans for speculation in securities is a subject of considerable 
controversy. So, too, is the question of where to draw the line between economically 
desirable speculation (risk bearing), wise and honest speculation in securities, goods, 


business enterprise of any sort, and undesirable (unwise and/or dishonest), specula- 
tion. 
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matter of the will to spend on the part of individuals and corpora- 
tions owning free deposits, not in debt to banks. It is little subject 
to control by bankers, for it is seldom the case that the individual’s 
or corporation’s loans or securities, held by banks, offset, in whole 
or in large part, deposits of the borrower or issuer. Demand loans 
may be called. Time loans of less than a year’s maturity may be 
refused renewal but longer maturities are not so readily liquidated 
nor does their sale in the open market necessarily affect the ac- 
tivities of the obligor. Banking practice, custom, borrowing rela- 
tionships may, and have, prevented pressure to clean up short- 
term loans. In fact, non-banking creditors may so press the bor- 
rower for payment that he becomes in dire need of additional bank 
funds to avoid going out of business. 

It is now even more clear that control of bank credit expansion 
and contraction by thoroughly trained and alert bankers is of 
foremost importance. With velocity of circulation so largely out 
of control, careful regulation of unit-quantity becomes all the 
more important. Unit-quantity, in turn, must be limited, in 
terms of the quality of loans and investments, and so, to repeat, 
control of credit quality must be, first and foremost, that exer- 
cised by the lending officers of our banks. 

Let us not deceive ourselves. Business men and investment 
bankers must bear part of the responsibility for control of credit 
quality. Their plans’ for expansion and contraction should be de- 
veloped, through some sort of co-operation, with an eye to avoid- 
ing the stresses and strains that operate as outstanding causes of 
the business cycle. They will then be in a better position to justify 
demands for bank credit based upon these plans. This suggestion 
has numerous ramifications. Improved accounting and audits, 
more and better business statistics and statistical methods, some 
form of business planning through trade associations, some meth- 
od of control of the quality of investment and commercial credit, 
perhaps through the Federal Reserve—these are but a few of the 
major issues involved. 

3 No drastic changes in prevailing practices need accompany business planning by 


industries or areas or functions. Business men plan ahead now. Co-ordination of 
these plans in some way is all that is urged. 
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With the educational experience of some of the foreign coun- 
tries to aid us, with an educational nucleus around which to build, 
there would seem to be few obstacles, and those not insuperable, 
to a beginning of the experiment in certified public banking. To 
inculcate a professional spirit, a philosophy of service to society 
at large in the minds of today’s bank officers, as well as of to- 
morrow’s, is part of the task. 


IV. C.P.B. TRAINING, EXPERIENCE, AND CHARACTER 


Waiving questions of administration for the time, let us ask 
what should be the academic or more formal training or back- 
ground of the C.P.B. The medium, to begin with, might be the 
curriculum now available through the American Institute of 
Banking with certain additions, after eliminating some existing 
duplication. Here is a suggestive list of courses (not in the order 
given to the student): 


1. Background and “tool” courses 
a) Economic history and theory (two courses)4 
b) Bank operations (one course) 
c) Accounting and statistics (one course of each, emphasizing banker 
uses, interpretation, analysis) 
d) Commercial law, or a broader introduction to the study of laws (one 
course) 
2. Administrative courses 
a) Money and banking (one course in money and money theory and one 
in banking principles and theory)4 
b) The law of negotiable instruments (one course)—could use two courses 
on the law of finance including law of corporation finance;s a third 
course on the law of banking is now available 
c) Business cycles and forecasting® (one course) 
d) Business finance and investments® (two courses, including content of 
present courses on credits and statement analysis) 
e) Foreign exchange (one course)® 
f) Bank administration (two courses)‘ (this is the capstone course or the 
tie-it-all-together course) 


There is no reason to dwell upon the modern bank officer’s need 
for at least the basic materials suggested by this outline of mini- 


4 Only one course offered by A.I.B. 
5 Not now offered by A.I.B. 6 Offered irregularly by A.I.B. 
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mum educational requirements for the C.P.B. license. Some may 
regard economic history and theory with scorn, and yet the study 
of business cycles is a case study in history and theory. In view of 
events since 1914, does anyone regard cycle study with scorn? If 
so, it is worth recalling that the art of forecasting is still in its in- 
fancy. Exactly what the content of such a curriculum should be 
at the start could be easily defined from an educational point of 
view. Content could be changed as the lessons of experience dic- 
tate. Looking ahead a few years, is it idle dreaming to believe that 
bankers themselves will later urge a broader training? That some 
day the curriculum will not only provide for more intensive train- 
ing in the fields outlined above but will become more extensive? 
For example, what about international economics, business organ- 
ization and policies, marketing, personnel, business psychology? 
Will the more practical aspects of political science and sociology 
come to attention? Will the values of philosophy as a mental dis- 
cipline, as a mental and spiritual stimulant, be recognized? Per- 
haps that is going too far and too rapidly. But surely there is a 
place for commercial geography and geology’ some time in the 
near future. 

All that is urged is training in the basic principles and methods 
of the various disciplines outlined as the minimum curriculum. 
The beginning may be as modest as the bankers themselves desire. 

Two issues must be squarely faced: (1) Can we ask the admin- 
istrative officers now holding positions in going banks to meet 
these minimum educational requirements? (2) How can we get 
the bankers to agree to the curriculum and its content, and so to 
co-operate in the development of the plan? 

It is argued in the Illinois report, referred to earlier, that “pres- 
ent officers should be presented with licenses (on the theory that a 
general house-cleaning of unfit bankers has taken place).” If, in 
order to obtain the support of the banking fraternity, such a step 
is necessary, let it be taken. But let us recognize it as an expedi- 

7 The specialized courses now offered by A.I.B. in trust functions and real estate 
law, finance, etc., are not mentioned. They may be regarded as lying outside the 


field of commercial banking for present purposes, they should not be disregarded in 
any consideration of on-going development of a bank-training program. 
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ent. It is possible that all unfit bankers have not been eliminated 
and that many competent bankers, as deserving of a free license 
as those in service today, lost their professional lives through cir- 
cumstances beyond their control. 

If a banker is competent he should be glad to prove it, thus to 
co-operate by example in forwarding the cause of licensing 
C.P.B.’s. He can be given time to accomplish whatever training 
he feels he lacks; he can do his formal training by himself, through 
home study, discussed later. The main idea is not how and where 
he gets the minimum educational materials, but that he has them 
and can use them. Further, in assigning weights to the factors of 
education, experience, and character, each case should be con- 
sidered in the light of its particular circumstances. This, under 
competent administration, should not bar bankers unable to un- 
dergo the stress of academic examination but able to prove their 
fitness on grounds of experience and character. 

But some bankers may fail to accord their aid to the C.B.B. 
movement because they do not agree with a minimum curriculum 
and/or curricular content. This is important. An administrative 
method for meeting the situation is discussed later. For the pres- 
ent, all that can be said is this: As a matter of expediency, the 
curriculum and content must have the support of at least the 
A.B.A. and of the bankers’ associations of a large majority of the 
states. 

While educational training is important, particularly in in- 
stilling the professional spirit and in forcing bankers to think in 
terms of national and international politico-economic structures, 
agencies, and forces, there is no substitute for practical experience 
in the banking business. The successful conduct of the business 
in bad times as well as good will testify strongly that the given 
officer is worthy of the title C.P.B. It is also true, within limits, 
that the more years one has invested in the banking business the 
more confidence he commands from the public. A minimum of 
five years’ experience might be required, but much will depend 
upon the sort of experience. Five years, in other words, would be 
merely a guidepost, not a fixed rule. Lower or higher minima 
could be applied in each particular case. 
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Finally, character, including honesty, activity in social and 
civic matters, reputation for business, social, political, and reli- 
gious leadership, must be considered. Again, the weight to be 
given this factor, as against academic background and experience, 
may well depend upon the facts of each case. This point will bear 
emphasis. Every individual situation will, at the start at least, 
have to be considered in terms of its particular facts. Standards 
can develop only over a period of years. 


V. ADMINISTRATION OF THE C.P.B. 


Turn now to the administrative problems of licensing bankers. 
A uniform state and federal law is highly desirable. Perhaps most 
practical as a matter of getting started, let individual states take 
the step, hoping others will join in until a uniform state law is in 
force in all states. By this time, or before, the federal government 
will probably have followed suit. 

State and/or federal statutes should provide that all bank offi- 
cers of the rank of or performing the duties of cashier, assistant 
vice-president, vice-president, and president must be licensed as 
C.P.B.’s. Beyond stating the general character and authority of 
the examining and licensing bodies, including the “audit’’ commit- 
tee, discussed later, the law should not go. The plan is an experi- 
ment and a great deal of elasticity should be accorded the activ- 
ities of the administrative groups. 

A non-political administration is desirable. And here is a prob- 
lem of Gargantuan dimensions. The Federal Reserve Board was 
expected to be non-political, but it is clear that political considera- 
tions have often determined its policies and practices. In reality, 
so long as human beings are as they are, some sort of playing 
politics is inevitable. Connections of blood, law, business, society, 
and politics will influence decisions. All that can be done is to re- 
duce “‘politics” to as small a minimum as may be. 

Here is one suggestion: a tripartite board empowered to grant 
and revoke the license of C.P.B. One member could be chosen by 
the executive council of the A.B.A. (for the nation) or of the state 
bankers’ association (if licenses are granted on the basis of the 
state as a unit). The Federal Reserve Board could appoint the 
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second member (or the board of the district Reserve bank if the 
state is the licensing unit). The third member of the C.P.B. board 
would be selected from academic circles, by the first two members. 
Term of office: for life or during “good behavior.” 

This board would, first of all, develop the minimum curriculum, 
courses, and content. Certainly a state board would co-operate 
with other state boards in this work. National or state boards 
would need the advice and counsel of the A.I.B., and of experts in 
education, economics, finance, accounting, statistics, etc. 

A proposed curriculum (courses and content) could then be sub- 
mitted to committees of each state bankers’ association for their 
criticisms. It would be desirable to have committees appointed 
especially for this purpose. A process of revision would then fol- 
low. Naturally some sales and advertising work would be neces- 
sary in marketing the minimum curriculum to a, say, 75 per cent 
majority of these committees or to a voting majority of these com- 
mittees or to a voting majority of each state committee. 

The C.P.B. board would have the task of formulating examina- 
tions. Educators would advise the board, of course. Type, scope, 
and detail of examinations would be determined by the board. 
Examinations on educational training could be written and/or 
oral, or both if the results of either left some doubt of the candi- 
date’s competence. This is also true of examinations on experi- 
ence. Examinations would be graded by the board and weights 
assigned to the three factors of educational training, experience, 
and character. Issue and revocation of licenses would naturally 
fall within the board’s powers. There is much to be said for ex- 
pressly providing for judicial review of decisions to revoke a li- 
cense, the appellant remaining suspended from office until the 
courts render final decision on the case. 

Effective revocation powers and procedure are essential to suc- 
cessful operation of the C.P.B. plan. Ideally, bankers bearing the 
title C.P.B. might well be re-examined, say, every five years to 
make sure they had kept themselves up to date. Revocation of 
license would follow failure to pass the renewal examination. This 
examination need not be any different from the one currently 
made in the case of first-time candidates for the C.P.B. title. 
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Practically, such a proposal is likely to drive away the support of 
the banking fraternity. Expedience may dictate that re-examina- 
tion ideas be left to the future. 

The argument for re-examination is simply this: The develop- 
ments in such fields as economics, forecasting, and monetary the- 
ory do not come to many bankers’ attention as part of the day’s 
work. It is just as well, therefore, to provide a stimulus for keep- 
ing up with changes in the disciplines of the curriculum. But this 
“frill” is certainly not essential, particularly at the start. 

Revocation of licenses for other causes is a more serious matter. 
If the state is the licensing unit, the reports of bank examiners 
could be used by the C.P.B. board as a basis for notice of revoca- 
tion. Naturally, the licensee should be given a hearing; and judi- 
cial review of the board’s decision is probably desirable. Bank ex- 
aminers, ideally, should be C.P.B.’s as well as trained examiners. 
The attainment of this objective will take time. There is also the 
problem of making the bank examining staff non-political. 

If the C.P.B. becomes a nationally administered license, bank 
examiners’ reports might serve here too as the basis for notice of 
revocation emanating from the district Reserve bank. After due 
hearing, and a decision by the Board of Directors of the Reserve 
Bank, right of appeal to the tripartite national C.P.B. board 
could be granted and the decision of this board could be made 
final.* The right of judicial review is less necessary than when the 
state is the licensing unit, because there is less chance of “‘poli- 
tics.”’ Nevertheless, “political expediency” may make it desirable 
to provide for judicial review of the national board’s decisions on 
cases involving license revocation. 

One more administrative body is recommended as a means of 
minimizing “politics” and of holding up and raising the standards 
of the examinations. A committee composed of persons elected, 
one each, by executive councils of the A.B.A., American Economic 

§ The Banking Act of 1933 provides for suspension of bank officers found guilty 
of unsound banking practices. Complaints of bank examiners start the proceedings. 
It might be convenient and economical to suspend the C.P.B. license upon suspen- 
sion of bank officers under this law; to revoke the license if, after hearing and deci- 
sion by Federal Reserve officials, the given officer is removed and/or punished in 
other ways. 
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Association, Association of Collegiate Schools of Business, and the 
Federal Reserve Board could make a yearly ‘“‘audit’’ of the cur- 
riculum, examination content, and methods. A sample test of 
answers to examinations and a check-up of weights accorded the 
three factors of training, experience, and character could also be 
made. The reports of this committee would be valuable not only 
for the purpose of keeping the C.P.B. process free of “politics” 
but as an aid to on-going revision thereof. Further, these audits 
could be used as a basis for changes in the Committee’s personnel. 
“Bad behavior” could result in impeachment of the misbehaving 
official by the body responsible for his election. After a hearing, 
he could be reinstated or removed and replaced. 

Examinations might be offered twice a year through the various 
chapters of the A.I.B. Bankers in towns without a chapter could 
travel to the nearest point at which a chapter is located, or, in 
special cases, the examination could be proctored by members of 
the faculties of nearby colleges and universities. 

The examination papers might well be given a preliminary 
grading by an examining committee of local A.I.B. men. Mem- 
bers of the instructing staff of the chapter and practical bankers 
(sooner or later only C.P.B.’s) should be represented on this com- 
mittee. The committee should recommend the weights to be ac- 
corded training, experience, and character; should be empowered 
to call for additional data (say oral or written supplemental exam- 
inations) when in reasonable doubt about decision. 

The final grade would be determined by the tripartite national 
(or state) C.P.B. board. This is desirable in order to avoid undue 
influence by “‘politics” of a local character. Ultimate decision on 
matters concerning the grant or revocation of the license would 
rest with the body farthest removed from local influences. It 
should be noted, however, that the influence of varying geo- 
graphical factors upon the kinds of answers to examination ques- 
tions and problems may be considered by the local examining 
committee in recommending grades and weights to the central 
committee. It is not yet clear to the writers, however, that ex- 
amination questions and problems will need to be different for 
different sections of the country; or that they cannot be so organ- 
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ized and worded as to be adaptable to varying geographical 
conditions. 

Two more issues of administration may now be considered. 
First, types of data relating to experience; and, second, types of 
data relating to character. It seems clear to the writers that in- 
formation concerning the candidates’ experience should cover: 
(a) number of years of experience in banking; (0) actual duties 
performed while holding each and every position in a bank; (c) 
number of years of experience in other businesses or professions; 
(d) actual duties performed while holding each position; (e) repu- 
tation for efficiency and honesty in banking in the opinions of past 
and present employers; (f) reasons for leaving former positions 
and occupations. 

In gathering data relating to the candidate’s character, letters 
from references, submitted by candidates, are open to the risk of 
being unduly biased in favor of the candidates. Such letters, from 
business, banking, religious, political, and civic sources, can be 
checked. The cost of hiring investigators is probably too great. 
But credit agency reports may be used. Candidates may be asked 
to give names and addresses of pastors, landlords, presidents of 
clubs, chambers of commerce, etc. The local examining commit- 
tee may then make direct and/or indirect contact with these 
sources of information. 


VI. THE TRAINING ORGANIZATION 


The A.I.B. and the schools of economics and business of our 
colleges and universities constitute the working training organi- 
zation with which to begin and upon which to build for the future. 
There are numerous evening classes offered by the colleges and 
universities. The A.I.B. is now attempting to initiate courses at 
higher instruction levels for the purpose of interesting bank execu- 
tives who wish to study with groups of their own degree of train- 
ing and experience. Courses covering the basic curriculum would 
need to be given at a higher level of instruction than now or else 
special classes for C.P.B. candidates would have to be organized. 

Certainly more co-operation is desirable between A.I.B. chap- 
ters and nearby colleges and universities. There is no reason why 
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the A.I.B. should duplicate the more “cultural” courses offered by 
and available in the nearby colleges and universities. It may well 
be that, at least at first, more advanced courses in such fields as 
statistics, economic theory, and history may be sought in the col- 
leges and universities, particularly in those cases where the local 
A.I.B. chapter has too small a demand to justify offering the 
work. 

Then there are real possibilities in home study. The minimum 
curriculum might be offered by mail through the A.I.B. This 
would probably necessitate the development of course or “‘field” 
syllabi containing outlines, preview statements of topic and sub- 
topic content, points of view, methods, objectives, reading assign- 
ments, questions, cases, and problems. Written reports or lessons 
would be graded by chapter staffs. 

Again, there is room for co-operation between the A.I.B. and 
the college and university schools of economics and business. 
Home-study syllabi could be developed co-operatively. The ad- 
ministration tasks could be left to the colleges and universities. 
Interchange of credits for work equivalents between the A.I.B. 
and colleges and universities is desirable. Such arrangements 
would tend to make the C.P.B. more attractive to many candi- 
dates. Credits granted by institutions of higher learning or recog- 
nized by them might enable a potential C.P.B. to earn an A.M. or 
Ph.D. at the same time. 

The problem of training the banker who lives in the smaller 
towns, villages, etc., is not impossible of solution. Home-study 
evening courses offered to groups of bankers from towns and vil- 
lages reasonably near to each other may be supplemented by high- 
ly concentrated instruction in short semester summer sessions 
offered by the A.I.B. chapters in the larger cities, especially for 
bankers in small communities and for those relying heavily upon 
home study. The summer sessions of college and university 
schools of business would also be available to these C.P.B. candi- 


dates. 
The educational organization, curriculum, and materials for a 


good beginning are at hand; all that is needed is to take advantage 
of the facilities available. 
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VII. SUMMARY 


To summarize, the need for the licensing of bank officers is em- 
phasized by the recent banking difficulties in the United States. 
Management is clearly a, if not the, key factor in producing a safe 
banking system. That other reforms are needed is recognized; 
more adequate control over incorporation; higher capital require- 
ments; improved Federal Reserve banking; definite and workable 
monetary standards are major “other reforms.” Be that as it 
may, sentiment for the C.P.B. is growing stronger, as indicated by 
the report of the committee of the Illinois Bankers Association 
which advocates a simple state license (grant and revocation for 
malpractice) based upon educational training, experience, and 
character. This license is for bank officers excluding directors. 

The writers advocate licensing of bank executive officers be- 
case of the “‘public utility nature” of banking; to keep out inex- 
perienced and dishonest bankers; to improve control of the qual- 
ity of bank credit; to facilitate and co-ordinate business and credit 
planning as one means of avoiding the extremes of the business 
cycle. 

A minimum educational training in economics and business is 
urged. The curriculum and content would be based upon that 
already in use in the A.I.B. courses and by schools of economics 
and business of our colleges and universities. Both curriculum 
and content should be made more intensive and extensive as time 
and experience seem to justify. If need be, to obtain banker aid 
and comfort for the plan, bank officers “of record” might be given 
licenses. The curriculum and its content should have the support of 
the A.B.A.and of a large majority of the state banking associations. 

Banking experience and the factor of character should be care- 
fully considered, along with educational training in granting a li- 
cense. Weights accorded these three factors will, at least in the 
beginning, depend upon the circumstances of each case. 

The administrative set-up is as follows: 

1. A federal, uniform state, and federal statute, or each state 
its own law requiring bank officers of the rank (or duties) of 
cashier and upward (excluding directors) to be licensed by 

2. A tripartite board (national or state) representing the Feder- 
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al Reserve Board (or district Reserve directorate in the case of the 
state being the licensing unit), the A.B.A. (or state bankers’ asso- 
ciation), and academic institutions. 

3. The examination administered through, and graded by, this 
Board would cover the three factors mentioned earlier. The 
Board would develop curriculums and content of educational 
courses; would build examinations subject to approval of the 
banking fraternity and with the aid of whatever experts are 
required. 

4. Revocation of licenses upon the candidate’s failure to pass 
a re-examination every five years is desirable but probably not 
practical for the present. Revocation for malpractice, after due 
hearing, is essential. Bank examiners’ reports will be the major 
basis for notice of hearing upon revocation matters. 

5. An audit of the administration each year is suggested. The 
auditors would represent the Federal Reserve, A.B.A. (or state 
bankers’ association), the American Economic Association, and 
the Association of Collegiate Schools of Business. 

6. Examinations would be administered periodically through 
A.I.B. chapters; papers would be graded tentatively by local ex- 
amining committees. Final grades would be determined by the 
national (or state) C.P.B. Board. 

7. The educational organization is the A.I.B. Home study, 
summer “‘short courses,” greater co-operation between the A.I.B. 
and our colleges and universities, will help to improve the organi- 
zation and to overcome present training obstacles. 

Chart I serves to present a general picture of a state-adminis- 
tered C.P.B. license. 

Finally, no plan by man for man will be infallible. Too much 
must not be expected at the start; the thing must grow and change 
as experience grows, as conditions change. The plan herein pre- 
sented is general in nature. Many details remain to be worked 
out, but it is what the authors feel to be a workable beginning. 
If it but arouses widespread interest, discussion, and criticism 
(destructive and/or constructive), it will have served a useful 


purpose. 
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CREDIT UNIONS—Continued 


LEWIS FROMAN 


FEDERAL CREDIT UNION ACT 


HE various state credit union laws differ in so many re- 

spects that it is very difficult to present a summary of them. 

It may be helpful, therefore, to summarize the Federal 
Credit Union Act, which was approved June 26, 1934. 

Definition—The credit union is defined in the act as a co- 
operative association organized for the purpose of promoting 
thrift among its members and creating a source of credit for 
provident and productive purposes. 

Organization —As has previously been stated, these unions are 
supervised by the Farm Credit Administration. The organization 
fees are nominal and the federal credit unions must pay an 
annual fee to the Farm Credit Administration. This is to cover 
the expenses of supervision and shall not exceed $10. Member- 
ship is limited to groups having a common bond of occupation or 
association, or to groups within well defined neighborhood or 
rural community districts. Each member shall subscribe to at 
least one share of stock and pay a small entrance fee. 

Capital—The par value of the shares of the credit unions, 
which is the principal source of their funds, is $5.00. The mem- 
bers need not subscribe to more than one share, and may pay in 
instalments. The act does not mention deposits of members as 
distinguished from shares, but most of the federal credit unions 
are accepting deposits.74 The unions are likewise empowered to 
borrow from any source an aggregate amount not exceeding 50 
per cent of their paid in capital and surplus. They may likewise 
discount with a Federal Intermediate Credit Bank any eligible 

24 It may be misleading to discuss deposits under the general head of “capital,” 


but it seems desirable to discuss at this point all of the various sources from which 
credit unions may obtain funds. 
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obligations up to the amount of their paid-in capital, subject to 
such rules and regulations as may be prescribed by the govern- 
ment. 

Loans and Investments —Federal credit unions may make loans 
to their members with maturity not exceeding two years for 
provident or productive purposes. No loan to a director, officer, 
or member of a committee shall exceed the amount of his share 
capital holdings. In addition to loans to members, credit unions 
may invest their funds in obligations of the United States, or 
securities fully guaranieed as to principal and interest by the 
government. 

Interest Rates—The rate of interest shall not exceed 1 per cent 
per month on unpaid balances, inclusive of charges incidental to 
making the loan. 

Loan Requirements—A credit committee shall pass upon all 
loan applications. No loans shall be made unless approved by a 
majority of the entire committee and by all of the members of the 
committee who are present at the meeting at which the applica- 
tion is considered. No loan in excess of $50 shall be made without 
adequate security, and no loan shall be made to any member in 
excess of $200 or 10 per cent of the union’s capital and surplus, 
whichever is greater. 

Reserves ——Twenty per cent of the net earnings each year must 
be set aside as a reserve fund against possible bad loans. This 
action must be taken before the declaration of dividends. 


II 

The remainder of this discussion will be devoted to an ap- 
praisal of credit unions as personal finance agencies. Due to their 
comparatively recent origin, very little has been written about 
credit unions other than a description of their activities. About 
four years ago there appeared in this Journal an article by Dr. 
M. R. Neifeld, the main point of which was to show that the 
credit union was a small-loan agency of doubtful value, and un- 
certain future.’s 


2s “Credit Unions in the United States,” Journal of Business, October, 1931. 
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Dr. Neifeld’s conclusions are so decisive that they are repro- 
duced here. They will serve as the ‘“‘taking-off point” for most of 
the discussion which follows: 


Within a restricted segment of the small-loan field, the credit union move- 
ment, a co-operative enterprise, has had an encouraging growth. Never- 
theless, the significant demand for loan service must continue to look for 
satisfaction to agencies conducted on a business basis. Attempts to force 
developments of the credit union lead to violation of its essential nature. 
Economy of operations is possible because costs are hidden by subsidies of 
various kinds. Mutual dependence is a fair-weather arrangement. The 
pinch of hard times falls on a principal debtor and his indorsers alike; and it 
imposes a double burden on the latter because it affects their savings as well. 
Thrift agencies are natural entities that function best independently. Credit 
granting is highly technical and can best be performed by specialized insti- 
tutions. Incidental results, such as the development of exceptional ability, 
are not sound arguments in such an enterprise. 

The credit union movement is on the horns of a dilemma. It must depend 
primarily for success on homogeneity, and yet that very homogeneity defies 
the well-accepted investment principle of diversification of risk. 

When the credit union attempts to serve outside its own appropriate 
territory and broaden its activity to include the general public, it loses its 
characteristic identity. In passing from a homogeneous to a heterogeneous 
character, it relinquishes any peculiar advantages. In straight commercial 
competition it is subject to the same cost factors, usual business hazards, and 
risks peculiar to the industry as the non-co-operative agencies. 

In the future, the credit union movement will probably bulk somewhat 
more important, but it is doubtful if it will ever realize the expectations of its 
friends and supporters. If the credit union is recognized as an adaptation to 
a special set of circumstances, and if its limitations are respected, it has a 
definite niche, independent of that occupied by other credit agencies, in 
the field of consumer credit. It requires a natural group of limited size with 
close community of interest, stability of employment, low labor turnover, 
freedom from strikes, and with the willingness and the ability to carry on a 
co-operative enterprise the activities of which are highly specialized. [Italics 
are mine.] 


A summary of this kind is in decided contrast to a number of 
others which have been reached after a study of the credit union 
movement in the United States. For example, the Industrial Re- 
lations Section of Princeton University states: 


The credit union solution for the question of employee thrift is an essen- 
tially co-operative and self-reliant solution. It is thrift by employees rather 
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than for them. From all reports, such a solution has worked admirably. 
Deposits have been available for withdrawal at par in most cases. Dividends 
have, in general, been maintained at approximately 5 per cent. Defaults on 
loans have been low, particularly considering the prevalence of lay-offs and 
part-time employment. Credit unions commend themselves to the considera- 
tion of employers anxious to make it possible for their employees to solve 
their problems of thrift and loans. 


In the Credit Union Primer, we find: 


In spite of these factors, within large scale industrial enterprises, large 
public administrative units, or in small or closely associated communities, 
the credit union is the ideal agency for encouraging thrift and extending 
credit. No outside commercial agency could have done for New York City 
employees what the Municipal Credit Union has done for them. It has saved 
thousands of dollars in excess interest; it has encouraged the saving of 
millions, much of which would otherwise have been dissipated; it has brought 
thrift under the very noses of its members and has taught borrowers the im- 
portant lesson of the value of good credit standing. This brilliant success has 
been duplicated hundreds of times among other credit unions in the United 
States.” 


Dr. Neifeld implies that credit unions are not conducted on a 
“business basis.’’ It is difficult to see how he arrives at this con- 
clusion. It is true that credit unions are not operated for profit, 
but the same may be said of mutual life insurance companies, 
building and loan associations, and mutual savings banks. Cer- 
tainly we do not wish to accuse these latter organizations of being 
run on an unbusinesslike basis. 

It is not possible to present comparable figures covering the 
success of credit unions in comparison with the success of similar 
agencies. The principal asset of the credit union is its loans. The 
losses which these societies have suffered as a result of poor loans 
have been very small. In the survey made by the Department of 
Labor Statistics?’ covering the year 1933, more than one thousand 
credit unions reported on loan losses. Of the 1,038 associations 
reporting on this point, only 158 reported losses due to the failure 
of borrowers to repay their loans. The combined losses of these 
societies amounted to $66,633.00, which was only .81 of 1 per 


2 Ham, Robinson, and Nugent, A Credit Union Primer, p. 14. 


27 Monthly Labor Review, September, 1934, p. 568. 
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cent of the loans made during the year. On the basis of the total 
loans made by all societies reporting, these losses amounted to 
only .24 of 1 per cent.”* This is indeed an enviable record, one 
which the commercial banks of this country might be proud to 
duplicate. In interpreting these figures, it must be kept in mind 
that they cover operations for the year 1933, generally conceded 
to be one of the worst depression years. Does this not indicate 
that credit unions were conducting their organizations on a very 
businesslike basis? 

A great deal of Dr. Neifeld’s discussion of the credit union is 
concerned with the subsidies which are granted to credit unions. 
He divides these subsidies into four general classes: (1) personal 
subsidies, (2) corporate subsidies, (3) government subsidies, and 
(4) philanthropic subsidies. The existence of these aids cannot 
be denied. The important question would seem to be, however, 
not so much that credit unions could exist only on the basis of 
these subsidies, but rather assuming the subsidies to exist, “‘Is 
there a place in the small-loan finance field for the ‘subsidized’ 
credit union?” Of course, if this subsidizing is only temporary, 
then it may mean that we are building up some organizations 
which cannot later survive when the subsidies are removed. An 
examination of the nature of these subsidies would seem to indi- 
cate that they are not temporary in character. Should we not, 
therefore, start our discussion by assuming the existence of cer- 
tain subsidies, and then seek to determine the usefulness of such 
agencies? 

Dr. Neifeld remarks that mutual dependence is a fair-weather 
arrangement, and he had previously said, “Short of pestilence or 
some other cataclysmic interruption of stable business conditions, 

28 There are two factors which would tend to make these figures l¢ss convincing. 
First, some 1,600 credit unions replied to various of the questions in this survey 
(Bureau of Labor Statistics for 1933), but only 1,038 replied to this one. This might 
mean that those suffering the greatest losses did not reply. Only 1,035, however, 
replied to the question asking the year of their establishment. There seems to be 
no reason why they would wish to withhold the date of their charter. Second, these 
figures would not take into account the credit unions which had ceased operations. 


Adequate figures covering the number of failures among credit unions are not avail- 
able. 
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large credit unions may continue to be fairly safe, but it is a ques- 
tion whether the investor in such a credit union would not be 
more efficiently served by putting his funds in many of the other 
agencies devoted to receiving funds in small amounts.’’ What 
“other agencies” have fared better than credit unions during the 
years of the depression? Certainly not the commercial banks. 
Perhaps the mutual savings, but these institutions exist on an in- 
tensive scale only in New England and New York State. Building 
and loan associations and life insurance companies have probably 
suffered greater asset shrinkages than the previously quoted 
figures would indicate for credit unions. 

It is contended by Dr. Neifeld that credit granting is highly 
technical, and can best be performed by “specialized institu- 
tions.’’ The truth of such a statement cannot be denied, but is it 
not possible to maintain that credit unions are highly specialized 
institutions? Their chief functions are to encourage thrift and 
grant small loans at reasonable rates to members, and their mem- 
bership is restricted. This would seem to make them highly 
specialized. Perhaps the point which Dr. Neifeld wishes to make 
is that credit unions do not employ persons especially trained in 
the small-loan finance business, but rather rely upon their own 
members for management and guidance. If this is the case, the 
same may be said about commercial banks, and building and loan 
associations. The previous evidence showing the almost insig- 
nificant volume of loan losses would seem to indicate that credit 
union management has been competent. 

It is true that credit unions, because of their very nature, are 
forced to localize their loans. In order to secure diversification, it 
is possible for them to make investments in other parts of the 
country. This, however, has not been a common practice. The 
credit union does obtain diversification to the extent of loaning 
to members holding various positions. In the case of company 
credit unions this might mean loans made to foremen on the one 
hand, and to janitors on the other. Perhaps this is stretching, 
somewhat, the usual meaning of diversification, but various 
credit union officers have emphasized this point. The different 
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purposes for which loans are made, and the varying degree of 
security offered likewise provide some diversification. 

Writing almost four years ago, Dr. Neifeld expressed the 
opinion that he did not think that the use of the credit union 
would extend as far as the expectations of its friends and sup- 
porters. It is not possible to measure just how far the influence 
of the credit union would have to expand for this end to be ac- 
complished. But the present growth in the number of credit 
unions (somewhere in the neighborhood of 100 new ones each 
month) would seem to be rapid enough to satisfy the fondest 
hopes of its supporters. This rapid growth of credit unions may 
be unfortunate if some of them are being formed by groups which 
merely wish to be a part of a popular movement. Such factors as 
instability of employment and high labor turnover are, of course, 
decided handicaps to the effectiveness of credit unions. What the 
future has in store for the credit union can be only a matter of 
conjecture, but it seems to be strengthening its position as an im- 
portant personal finance agency. 











REGIONAL CONSUMPTION AND SALES 
ANALYSIS 


DONALD R. G. COWAN"* 


N SETTING quotas the practice still persists of assuming 
that certain regional indexes measure sales possibilities in 
general. It implies that high index values signify potentially 

high sales, and that approximately the same importance may be 
attached to them regardless of the product. Thus, telephone use, 
magazine circulation, and retail sales are among those series which 
have been suggested as the best all-purpose measures of general 
purchasing power. The writer’s view is that these indexes reflect 
more fundamental conditions which affect each one differently or 
are peculiar to one and not the others. In support, the results of 
analyzing regional telephone use, magazine circulation, and retail 
sales may be outlined briefly. 

Telephone use, suggested as an outstanding single market in- 
dex,” is reflected (somewhat imperfectly) by the number of tele- 
phones per thousand people in each state.’ Nine factors explain 
85 per cent of the variation in its use (R =0.9260), the three most 
important being illiteracy, first; income, second; population den- 
sity or per cent urban,‘ third. The same factors account for 88 
per cent of the variation in residence telephone use’ (R =0.9355). 

In the per capita circulation of fifteen popular national maga- 
zines,® combined together by states, 92 per cent (R=0.9602) of 

* Chief Statistician, Commercial Research Department, Swift & Co., Chicago. 

2 “Lord of the Telephone Manor,” Literary Digest, 1927. 

3 In Curtis Publishing Co., Sales Quotas, 1928-1929, p. 26. The telephone series, 
there obtained, for January, 1927, was divided by United States Census estimates 
of state population for the same year. The resulting per capita series varied geo- 
metrically and was expressed in logarithms. 

4U.S. Census, Population Number and Distribution, I, 46, Table 30. 

$ U.S. Bureau of the Census, “Residence Telephones by States, 1927,” Market 
Data Handbook of the United States, p. 116, Table 3. 

6 International Magazine Company, “Circulation of Fifteen National Magazines 
Combined, 1928,” United States Department of Commerce Market Data Handbook. 
The magazines included as representative were as follows: American Magazine, 
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the variation is explained by the following factors: income-tax re- 
turns per 100 people about 39 per cent; per cent illiterate, 15 per 
cent; per cent Negro, 12 per cent; and population density, 14 per 
cent. 

The per capita retail sales through all kinds of stores vary close- 
ly with the percentage of urban population (r = +0.7839). Like- 
wise the per capita retail sales of meat, poultry, and fish are close- 
ly associated with the same factor (r= +0.8290). Because it ex- 


TABLE I 


PER CAPITA RETAIL SALES OF ALL GOODS AND OF MEAT 
ARE HIGHER IN MORE URBAN SECTIONS 











Pessentens* Total Re- | Retail Sales 
Sections of Urban tail Seles o Mont _ 
Population per Capita, Capita, 
1933 1929 
New England................. 88.3 $261 $30 
Middle Atlantic............... 84.1 246 29 
eo tid ania n nig omen be 75.1 264 26 
East North Central............ 74.6 205 24 
NS gaia mgm cisiw weak yaks 56.4 196 21 
West North Central........... 53.8 197 19 
West South Central........... 40.7 140 13 
OS Sr re 45-5 154 14 
East South Central............ 36.5 102 II 














* Towns of soo and more. 


plains only 68 per cent of the variation in the former and only 61 
per cent in the latter, both sales series must be affected by other 
important regional conditions. 

In estimating the regional consumption of a product sold main- 
ly to illiterate or low-income consumers, the telephone index 
would be worse than if none were used, because of its direct as- 
sociations with literacy and income. Its high values really indi- 
cate low regional sales possibilities for such a product. Similarly, 
magazine circulation would underestimate the market for a prod- 
uct used mainly by Negroes, because circulation is associated in- 
versely with the regional importance of that racial group. 


1928; Better Homes and Gardens, 1927; Collier’s, 1928; Cosmopolitan, 1929; De- 
lineator, 1928; Good Housekeeping, 1929; Ladies’ Home Journal, 1928; Liberty, 1928; 
Literary Digest, 1926; McCall’s, 1928; National Geographic, 1928; Pictorial Review, 
1928. After dividing by state population, the resulting series varied geometrically, 
and was expressed in logarithms. 
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For goods used mainly by farmers, it would be folly to base re- 
gional estimates of consumption directly upon total retail sales, 
because this series is lower in the more rural areas. The higher 
urban sales of meat, poultry, and fish do not indicate that farm 
consumption is less because farmers’ requirements may be met 
partly from their own production. In all cases, except possibly 
the last, these indexes may cause selling effort to be concentrated 
in the wrong areas, unless used most cautiously. 

Even when a product’s distribution is affected favorably by 
high incomes (or some other condition), it is not proper to use the 
magazine index just because it also is directly associated with in- 
come. A comparison of the studies above will readily show that 
an estimate of the regional possibilities for developing greater 
telephone use would be incorrect if based on the magazine index, 
because income and other factors affect them differently. The 
truth is that both magazine circulation and telephone use are sold 
like other goods and services and each is affected by the regional 
conditions peculiar to it. 

Let us examine the so-called indicators of living standards, 
automobile registrations and radio use, along with gasoline and 
margarine consumption in order to draw more general conclusions. 

In home radio use,’ the more important state factors proved to 
be income-tax returns per 100 people, population density, and 
homes using electricity,* in the order mentioned. Only 64 per cent 
of the variation was explained (R=0.8021), perhaps due in part 
to the incomplete exploitation of the early market for radios and 
in part to the imperfect reflection of such basic influences as the 
regional strength, the proximity, and the number of broadcasting 
stations by the factors used. Among the other factors tested with- 
out definite results were radios on farms? and radio retailers.’° 


7 “Number of Homes with Radio Sets, January 1, 1929, by States,” Broadcast, 
Advertising (April, 1929), p. 9. Rudios per 1,000 people were calculated and ex- 
pressed in logarithms. 

8 National Electric Light Association, Percentages of Homes Wired and Receiving 
Daily Electric Service (by states, June 30, 1929). From reports of 400 public utility 
companies. 

* Curtis Publishing Co., “Estimate of Radios on Farms, by States, 1927,”’ Sales 
Quotas, 1928-1929, p. 26. 

10 “Market Research Section,” Sales Management Annual Reference Numbers 
(March 31, 1928), p. 13; September 21, 1929, p. 87. 
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In two major studies of automobile registrations, one for 48 
states" and the other for 2,967 counties,’? the same logical tend- 
encies were found associated with the following factors in order of 
importance: (a) income (direct), (b) per cent Negro (inverse), (c) 
effort to sell automobiles indicated by magazine advertising (di- 
rect),"3 (d) competitive transportation facilities, represented by 
electric railway mileage (inverse),’ (e) traffic congestion, meas- 
ured either by per cent urban or density of population (inverse),’5 
(f) motoring facilities reflected by the relative importance of 
paved roads (direct),"* (g) climatic conditions such as the induce- 
ment of high average temperatures and a longer driving season."? 
These tendencies accounted for 77 per cent of the variability in 
state registrations (R=0.8813) and 63 per cent in the county reg- 
istrations (R=0.7992). 

Although gasoline consumption" is closely associated (r= 
+0.9455) with the number of motor vehicles in each state,’® the 
average annual consumption per vehicle ranged from 411 gallons 

 Dartnell Corporation, Chicago, Automobile Registrations, January 1, 1926. The 
number of automobiles in each state was divided by the corresponding population, 
and the resulting series varied geometrically and was expressed in logarithms. 

2 Reuben H. Donnelley Corporation, Automobile Registration by States and 
Counties, July 1, 1927. Courtesy of Mr. D. L. Harrington of that organization. 
The complete registration data for 2,967 counties were converted to the number of 
cars per 1,000 people, and then expressed to advantage in logarithms. 


3 Curtis Publishing Co., Sales Quotas, 1926. Combined circulation of the Satur- 
day Evening Post, Ladies’ Home Journal, and Country Gentleman, March, 1925. 

%4“Electric Railway Mileage,” Statistical Yearbook of the United States, 1926, 
p. 404. (Electric railway revenue passengers [p. 406] was used, but not as success- 
fully as the mileage data; also steam railway mileage [p. 378] was tested.) 

"Ss United States Census, 1930, 1, 29, Table 16. 

%6 Statistical Yearbook of the United States, 1926, “Total Road Mileage” by states 
with subtotals for certain road types. United States Census of Agriculture, 1925, 
Farms on Paved and Gravel Roads, County Table IT. 

*7 United States Department of Agriculture, Weather Bureau Reports, Summaries 
of Climatological Data, Vols. I, II, and III. In counties where there are no weather- 
bureau stations the normal precipitation and temperature was approximated from 
the data of two or more stations in neighboring counties. 

*8 American Petroleum Institute, New York, N.Y., compiles the data from each 
state bureau for collecting gasoline taxes. 

National Automobile Chamber of Commerce, “Automobiles, Trucks and 
Buses,” Facts and Figures of the Automobile Industry (1930 ed.). 
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in Iowa to 628 gallons in Georgia in the years 1926-29. Four 
factors are of logical importance in partially explaining this varia- 
tion: (a) length of the driving season (part r = +-0.54),”° (6) aver- 
age state rates of auto obsolescence 1925-28, a measure of the 
effect of new cars on operating efficiency (part r= —o.32) taken 
up in detail later, (c) surface road mileage per 1,000 people,” an 
economy factor (part r= —o.28), (d) average state tax per gallon, 
1926-209, inclusive (part r= —o.22) varying at the time from two 
to six cents per gallon.?* Several other factors lacked definite rela- 
tionship.” 

Margarine consumption in each state is reflected by the number 
of dealers licensed to sell it.24 In analyzing its variability a factor 
composed of the federal license fee plus the respective license fees 
of eleven states*s is an extremely important retarding influence 
upon distribution, the correlation being —o.8529 independent of 
other factors. Since educated people of the lower middle class are 
said to use it as an economical substitute for butter, while illiter- 
ate people harbor a prejudice against its use,” its distribution is 
directly associated with both the percentage of literacy and in- 


20 Normal number of days between last killing spring frost and the first killing 
autumn frost (United States Department of Agriculture, Yearbook, 1930, p. 1054). 

% Statistical Yearbook of the United States, 1926 (see also n. 15). 

22 National Automobile Chamber of Commerce, Facts and Figures of the Auto- 
mobile Industry (1930 ed.). 

23 These included (1) ratio of tractors on farms to commercial vehicles (Curtis 
Publishing Co., “Tractors on Farms, 1925,”’ Sales Quotas, 1928-1929, p. 26); (2) 
precipitation (United States Department of Agriculture, Yearbook, 1930, p. 1054); 
(3) percentage of four-cylinder cars registered, 1927 (The Reuben H. Donnelley Cor- 
poration, Automobile Registrations by States and Counties, 1927). Percentage low- 
priced cars registered, 1927, was obtained by calculating the percentage of total 
automobile registrations represented by Ford, Chevrolet, Overland, and Star cars. 

24 Institute of Oleomargarine Manufacturers, Names and Addresses of Licensed 
Oleomargarine Retailers (mimeographed), year ending June 30, 1929. Since a mini- 
mum license fee of $6.00 is required by the United States government for permission 
to sell this food, a dealer will not seek permission unless the demand in his locality 
warrants his doing so. 

25 In 1929 these taxes varied as follows: California $5.00; Connecticut $6.00; 
Idaho $50.00; Kentucky $10.00; Massachusetts $0.50; Mississippi $5.00; Montana 
$300.00; Nebraska $1.00; Pennsylvania $100.00; Utah $5.00; Vermont $25.00. 

2% Margarine Department, Swift & Co., Chicago. 
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come-tax returns per 100 people. The minor negative effect of 
per cent urban confirms the tendency of American farmers to 
emulate Denmark’s rural people in selling their butter and cream 
for city consumption and buying margarine for their own use. 
These three factors explain about 18 per cent of the total variabil- 
ity, while the taxes on dealers account for 59 per cent, making a 
total of 77 per cent (R=0.8750). 

This necessarily brief narrative gives a very inadequate impres- 
sion of the considerations involved, the tests made and the results 
obtained, which in each case were as comprehensive as in the 
study of insurance sales.?7 Undoubtedly some associations, as- 
sumed and found, contain a considerable element of conjecture be- 
cause of the writer’s inexperience in the different fields. Granting 
that the factors seemed reasonable to use at the time of making 
each study, our major purpose has been served in showing clearly 
that each product’s distribution is associated with a small group 
of factors peculiar to it. Different regional conditions affect the 
distribution of each product and the effect of each factor such as 
income is seldom the same in each case. Otherwise identical re- 
sults would be obtained if the same factors were used in each anal- 
ysis. 

In planning a market program there is no justification for as- 
suming that total retail sales or some other general market index 
is the main or sole measure of regional consumption. The esti- 
mation of regional potentials on the basis of either a general mar- 
ket index, or a group of factors with or without a general index 
included,”* is only justified after their relationships to each con- 
sumption series have been considered logical in the light of gen- 
eral knowledge and experience, and then tested and measured as 
well as possible by analytical methods. 


27D. R. G. Cowan, “Sales Quota Determination,” Journal of Business of the 
University of Chicago, July, 1935, pp. 243-55. 

28. D. H. Weld, “Measuring Sales Potentials, II: The General Market Index,” 
Printers’ Ink, August, 1930. L. D. H. Weld, “Retail Sales as a Measure of Buying 
Power,” ibid., March 17, 1932, p. 25. 
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THE INFLUENCE OF PRODUCT CHARACTERISTICS 
ON CONSUMPTION 

The sales manager must proceed very cautiously in assuming 
that the tendencies found in total consumption should apply also 
to his own product. As total consumption is almost always com- 
posed of the sales of different producers, the products included are 
seldom exactly alike. For example, the life insurance sold in each 
siate is made up of policies or contracts having different char- 
acteristics and provisions aimed by the numerous competing com- 
panies to satisfy varying needs. Thus, while total insurance sales 
vary directly with income, certain policies may be sold to a greater 
extent to the lower-income groups. The same thought applies to 
telephone service, and even more forcefully to different grades or 
brands of commodities. It gives rise to a practical distinction be- 
tween consumption and sales based on product characteristics. 
The sales of a butter manufacturer, for example, will be at vari- 
ance with total consumption from area to area, depending on the 
quality, flavor, and other characteristics of his butter compared 
with the average of all butter. Hence, the per capita consumption 
of an average grade may vary directly with per capita wealth 
while a lower grade of butter may have an opposite tendency.”® 

Unfortunately, for illustrative purposes, the insurance, tele- 
phone, radio, and gasoline data used in previous studies cannot be 
subdivided and analyzed by grades or competing brands because 
the necessary information is lacking. However, detailed informa- 
tion is available in two industries. Publishers report the circula- 
tion of all newspapers and magazines to the audit bureau of cir- 
culation, and the registrations and new sales of different auto- 
mobiles in all municipalities have been compiled by private agen- 
cies. Study of these two sets of data provides ample support for 
the contentions outlined. 

To make direct comparisons possible, the same factors are used 
in analyzing the circulation of daily, Sunday, and weekly news- 
papers, the resulting coefficients appearing in the first part of 


2D. R. G. Cowan, “The Commercial Application of Forecasting Methods,” 
Journal of Farm Economics, XII (January, 1930), 139-63. 
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Table II. It may be observed that the combined effect of the 
seven factors varies, being 87 per cent for the daily newspapers, 


TABLE II 


THE PART CORRELATIONS OF SEVEN FACTORS WITH THE COMBINED AND 
SEPARATE CIRCULATIONS OF VARIOUS PUBLICATIONS 


























FRACTION OF 1926 (Log) — 
| VARIABILITY | } 9 s 
} | Per- 
| CENT- 
Ceseaun } | MvL- Aver- | AGE — 
(Log) | TIPLE | In- age | Curr- | Per- | Per- at Per- 
. | R |come| In- | pren | cent-| cent- | “*"” | cent- 
| Ex- av Tax | come | IN age age — 7 age 
— P — | Re- per | Scuoow Illit-| Ne- Pes | Ur- 
turn | Re- erate | gro — ban 
| | Born 
| turn 
Daily papers*..... | .87] .13 | -93 |+-77)+.17) —.09]—.71/+.46/+. 241+ .65 
Sunday papers*...| .85 | .15 | .92 |+.86)+.17) +.11/—.73/+.54/—.21|+.60 
Weekly, semi-week- 
lyandtri-weeklyt| .80/| .20 | -90 |+.71\+.42) +.11|—.90+.58'+.31|/—.94 





Fifteen national | | | 
magazinesf..... | -9r| .09 .96 |-+.88)\+. 21) +.68\—.52/—.48/+.56\+.24 
Curtis circulation§} .88 12 | .94 |+.87\+.32) +.39\—.64|—.54/+.55/— .66 
| 





Saturday Evening, 
ae | .92] .08| .96 +.92/+.38) +.70.—.14|—.49|+.68)— .32 
Ladies’ Home Jour- | 
Eee elie ieee | .9r}| .09] .95 |-+.89\+.48 


na .31\— .72;\— .56|+.39|/— .40 
Country Gentleman§| .76| .24 | .87 |+.51\+.18 


-09|— .74|— .44|— .34|— .77 


be 











McCall’s Maga- 
.40\— .71/— .03/-+ .62\— .53 


“Serer 80] .20] .90 |-+.75/+.35| + 
Woman’s Home 

Companion!||.. . .| 89} .11 | .95 |+.55\+.35| +-41|\—.71|\—.54,+-57,+.50 
Good Housekeeping||| .89 | .11 | .94 |+.911+.48 +.03—.58\—.29+.50—.61 
Delineator||....... | .go| .10| .95 |-+.79/—.08) +.79—.72\—.30+.50;+. 46 
Pictorial Review||..|  .81 19 | .90 |+.49/+.51| +.53/—-11/—.72/—.05\+. 69 
Woman's World**.| .86| .14 | .93 |—.24|+.44) —.50—.95|/+.49'+.77)—.85 
Cosmopolitantt....| .92 .08 | .96 |+.94/+.44) +.79—.11\+.36+.72,—.03 





Sources of Data: 

* Market Data Handbook of the United States Domestic Commerce Series No. 30. 

t Weekly, semi-weekly, and tri-weekly newspaper circulation, 1928, by states, are based upon the 
sworn statements of circulation of 12,000 newspapers, mostly published in rural communities. Jbid. 

t Fifteen magazine circulations combined, 1928. Jbid. 

§ Curtis circulation combined. The Curtis Publishing Company, Sales Quotas, 1928-1929. Consists 
of three magazines analyzed individually, namely, the Saturday Evening Post issue of March 3, 1928, 
Ladies’ Home Journal, and Country Gentleman, March, 1928. 

|| McCall’s, Woman’s Home Companion, Good Housekeeping, Delineator, and Pictorial Review circu- 
lation, 1928, by states, the McCall Co. 

** Woman’s World, “Woman's World Circulation, by States, 1928,” County Manual on National 
Distribution, 1928. 

tt Cosmopolitan, “The Cosmopolitan Circulation by States, 1928,’’ The Cosmopolitan Market, 1928. 
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85 per cent for the Sunday newspapers, and 8o per cent for the 
combined weekly, semi-weekly, and tri-weekly newspaper cir- 
culations. 

Furthermore, variation in each of the seven factors has a differ- 
ent independent association with the regional circulation of each 
class of newspaper. Thus, while all three are highly affected by 
the distribution of income as represented by the number of in- 
come tax returns per 100 people, Sunday newspaper circulation 
ranks first in sensitiveness to this influence, daily newspaper cir- 
culation ranks second, and the weekly, semi-weekly, and tri- 
weekly class ranks third. Other contrasts may also be observed, 
the most important being the very unfavorable influence of high 
percentages of urban population on weekly newspaper circulation 
as compared with the other publications. 

These diverse tendencies among different classes of newspapers 
are included in Table II in order that they may be contrasted 
with those displayed in the per capita combined circulation of 
fifteen national magazines. The correlation of the number of in- 
come-tax returns per 100 people with this fourth class of publica- 
tions is somewhat higher than it is with any of the newspaper 
groups. Average income per return has a slightly higher positive 
effect than it has on daily and Sunday papers, but a lower effect 
than it has on the weekly papers. 

These contrasts have been made between groups of goods 
which, in themselves, are not homogeneous. As every reader 
knows, the quality and other characteristics of daily newspapers 
and magazines vary within the same geographic area as well as 
from one area to another. That is to say, the tendencies displayed 
by each group are merely the average tendencies of its component 
parts, weighted by their respective circulations. 

Probably the combined Curtis circulation is a more homogene- 
ous series than that of fifteen national magazines because the 
former is composed of only three national magazines, published 
under the same standards of excellence and the unified policy of a 
single publishing company. Yet the effects of the same factors 
upon these two series of “combined” circulation are not the same. 
Nor does the publication of magazines under the same unified pol- 
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icies and standards guarantee uniformity in the tendencies dis- 
played by their respective circulations, when the characteristics 
of each magazine differ on account of deliberate attempts to ap- 
peal to special groups of consumers. Thus it may be observed that 
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the circulation of the Country Gentleman is afiected less by income 
and more by the percentage of urban population than either the 
Saturday Evening Post or the Ladies’ Home Journal. Comparison 
of the various correlation coefficients also indicates that each 
factor’s influence upon the combined Curtis circulation is approxi- 
mately its average influence upon the three component magazines, 
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taking into consideration their relative numerical importance. 
Similarly, the diverse tendencies displayed by other magazines, 
which cannot be discussed here, are ranged about those found in 
the combined circulation of fifteen magazines, the latter being 
averages by nature. 

Similar studies of the 1926 state registrations per 1,000 people 
of all cars (over sixty-three combined) and of many different 
makes—especially Ford, Chevrolet, Dodge, Buick, Cadillac— 
were made for the year 1926, using the same six factors through- 
out. These factors and their apparent comparative effects are 
shown in Table IIT. 

Variation in the six factors together explained 58 per cent of the 
variation in the total number of autos used (per 1,000 people) and, 
for the five different makes ranged from 27 per cent for Fords to 
78 per cent for Buicks. In comparing these results and the effects 
of the various factors, it should be borne in mind that the indi- 
vidual makes are in different price classes, and that in 1926, Ford, 
Chevrolet, and Dodge had four-cylinder motors, Buick had six, 
and Cadillac, eight. Having these and other characteristics in 
mind, we may observe that Ford cars are not affected by income, 
Chevrolet and Dodge cars are very highly affected by the wide dis- 
tribution of income over a minimum (i.e., income-tax returns per 
100 people), but slightly unfavorably affected by the presence of 
numerous high average incomes. Buick is also quite favorably 
affected by the first factor and to a moderate extent by the second. 
With Cadillac, high average income is considerably more impor- 
tant. Comparisons of these important tendencies, such as those 
associated with electric-railway competition or the percentage of 
Negroes may be made for the other automobiles in different price 
classes. There is ample evidence that the characteristics of each 
automobile determines its appeal to the different consumer 
groups. 

These analyses, even though limited to different newspapers, 
magazines, and automobiles, lead definitely to the conclusion that 
the consumption tendencies of goods in general classifications 
merely represent the average tendencies of the dissimilar products 
included. To the peculiar characteristics of a product, each group 
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of purchasers reacts in its own way. It is perfectly logical that a 
high-income group will use relatively more automobiles in certain 
price classes and relatively less in others, or that one group of 


THE PART CORRELATIONS OF FIVE FACTORS WITH THE COMBINED AND 


TABLE III 


SEPARATE REGISTRATIONS OF VARIOUS AUTOMOBILES 
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VARIABILITY 1926 (Log) 
PER 
ELEc- 
CENT PER- 
REGISTRATIONS PER Mut- | Income AGE — CENT- 
RaIL- 
1,000 POPULATION TIPLE | Tax | Aver- | Sur- noe AGE 
(Log) Ex- _— R Re- age FACED nay NE- 
: * turns | Income} oF ALL GRO 
plained] plained AGE 
per 1oo| per Roaps 
Popu- | Return 
lation 
ee .59 41 -77. | +.50| +.23]) +.24] —.54] —.58 
Se ee .28 .72 -53 | —-00] +.12) +.15| —.53] —.54 
NS Se rer .7° .30 .84 | +.73) —.30] +.20) —.10) —.55 
RS ccasia haemo a 70 .30 .84 | +.70} —.08] +.24] —.60] —.53 
Ser ree .78 22 .88 | +.70) +.49| —.05| —.40| —.80 
RES, cceuna venice d .76 24 .87 | +.64) +.78) —.18]....00] —.65 
ere ee 56 44 -75 | +.65| —.27) +.52] —.73] —.16 
OS rr, .60 .40 -77.| +.21| +.23| +.24| —.26] —.82 
Willys-Knight........] .70 | .30] .84] +.68) +.55| +.41| —.32| —.61 
Studebaker.......... .78 .22 .88 | +.69) +.60) +.57) —.68} —.68 
| Te ee -77 .23 .88 | +.54) +.51] —.10)....00] +.84 
Rolls Royce......... 76 24 .87 | +.58) +.57| —.18] +.69] —.41 
Pierce Arrow......... .82 .18 .90 | +.80} +.57) —.30) +.63] —.47 
Ree 77 23 .88 | +.83]) +.54]....00] +.03] —.08 
er .30 7° .55 | +.23| —.15| —.09] +.51| —.21 
oe a a baie .56 44 -7§ | +.63|) +.209] +.01] +.01) —.36 
Se 73 27 .85 | +.45| +.38) +.26] —.13] —.79 
See. 81 .19 .go | +.80) +.40) +.21| —.28) —.67 
eee 82 .18 .go | +.70) +.28) +.08) +.07) —.82 
Oldsmobile. . . .86 .14 .93 | +.87) —.17) —.23| —.22] —.77 
OS ere 75 .25 .87 | +.77| +.47| +.14) +.25| —.18 
Hupmobile .64 .36 .80 | +.77| +.05| +.03] —.14] —.20 
EAS 77 .23 .88 | +.75| +.63| —.07] —.06] —.64 





























readers may prefer the style and composition of a certain news- 
paper or magazine. 

A sales manager is interested directly in promoting the sales of 
his own product and should consider whether its characteristics 
appeal to some consumers as much as competitive products. He 
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may find it advantageous to modify these characteristics so that 
its purchase by chosen consumer groups may increase. Thus the 
salt content of butter or the package may be changed so as to sat- 
isfy a special demand in more Jewish regions.*° In this way dis- 
tributors modify the general consumptive rates of different con- 
sumer groups. Probably the product rates have more meaning 
and usefulness in sales planning and management than the more 
general rates, although the latter may serve as broad guides. 

The executive, of course, should analyze each product by itself 
for the purpose of finding the distributive factors peculiar to it. 
In the previous studies repeated use of the same factors was mere- 
ly for the purpose of maintaining strict comparability in the tend- 
encies found. How much more true our conclusion must be when 
we consider it necessary for the executive to use different factors 
in logically explaining the distribution of his own peculiar prod- 
ucts. 

CONSUMPTION RATES OF DIFFERENT PEOPLE 


Underlying the specific reasons for the wide regional variation 
in per capita consumption and sales is the central fact that differ- 
ent consumer groups do not purchase or consume at the same 
rates. For instance, certain foreign-born nationalities eat more 
dry sausage per person than native Americans. Where they are a 
large proportion of the population, they raise the regional rate of 
consumption unless their influence is counterbalanced by the low- 
er rates of one or more other groups. Thus, each regional rate 
depends upon the rates and relative importance of the groups in- 
cluded. The usefulness of these different group rates in some 
phases of sales planning justifies brief consideration of how they 
may be measured.* 

A rate of consumption is the physical amount of a standardized 
product consumed per person within a given period of time.*? A 


3° D. R. G. Cowan, “The Measurement of Advertising Effect,” Advertising Fed- 
eration of America, p. 2. 

3D. R. G. Cowan, “Rates of Consumption,” Research in Marketing of Farm 
Products, John D. Black, ed., Project II, p. 46. 

3? Physical amounts rather than the money values are preferable because the 
latter are affected by the changes in the price level from time to time and because 
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population group whose rate may be measured is any group pos- 
sessing a characteristic differing in kind or degree from others, and 
significant with respect to the consumption of the product in 
question.’’ There may be racial groups, native and foreign-born 
(nationality) groups, income groups, occupational groups, urban 
and rural groups, literate and illiterate groups, religious groups, 
regional groups, and many others. White and Negro racial groups 
possess characteristics which differ in kind, although each may 


TABLE IV 


RELATION OF INCOME PER FAMILY TO ANNUAL PURCHASES OF 
FRESH FRUITS AND VEGETABLES, 1,020 FAMILIES, 
ALBANY, NEW YORK 














Average Ex- Average Ex- Ind 
Family Income penditure penditure —— 
ss rs Capita 
per Family per Capita 
Less than $1,000..... $175.00 $ 44.00 70 
$1 ,000-$1,409....... 199 .00 51.00 81 
,900- 3,000....... 235.00 62.00 98 
2,000- 2,999....... 240.00 65.00 103 
3,C00- 3,900...... 249 .0O 64.00 102 
4,;000- 9,099....... 324.00 75.00 119 
Over $10,000........ 421.00 108 .00 I7I 
ere $245.00 $ 63.00 100 














vary in relative importance geographicaily. On the other hand, 
incomes differ only in degree because every conceivable size of in- 
come is possible within a certain range. This distinction gives 
rise to a slight difference in procedure. 

The average rates of different income groups may be obtained 


the inverse variations in quantity and price tend to counterbalance. A standardized 
product provides a basis for more valid comparisons. The advantage of using per 
capita consumption arises from the fact that total consumption of different popula- 
tion groups depends in part upon the number of people in the groups, and the 
differences in their numbers obscure the differences in their consumption arising 
from the dissimilarity of other characteristics. Because climatic and other condi- 
tions may cause seasonal consumption to differ in some areas the interval of time 
usually should bea year, unless shorter or longer periods are of special interest. 

33 These groups may not always be easily and clearly defined. For example, how 
long can a family properly be regarded as retaining the characteristics of Italians 
with regard to consumption, and when and under what circumstances do they take 
on the characteristics of native whites? 
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after classifying the areas into convenient income intervals. Some- 
times it is necessary to trace consumption to individual consumers 
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or families by making surveys, but the data collected may be 
classified in the same manner, as Table IV shows.*4 

If the purchases of fresh fruits and vegetables be charted and 
smoothed in relation to income, an upward tendency in consump- 


34M. P. Rasmussen, Facts in Food Distribution, IV (October 3, 1931), No. 16. 
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tion less marked with each income group will be apparent. This 
upward tendency with a diminishing rate or increment of increase 
is, in fact, typical of the consumption of most products in relation 
to income. It was found in the relationship of total insurance 
sales to both income factors, number of income tax returns per 
100 people, and average income per taxpayer, after allowing for 
other influences.*> The curvature was less in the case of average 
income per taxpayer. Similar relationships to income were found 
in the use of automobiles and radios, in magazine circulation, and 
in the poultry sales of a national distributor. 

These curvilinear tendencies are logical. People with an aver- 
age income of $25,000 do not eat ten times as much chicken or 
cheese as people with one-tenth the income. Instead, they buy a 
larger variety of goods, including many luxuries not bought by 
poorer people. On the other hand, as noted later, some products 
are consumed in lower than average amounts by the higher in- 
come groups,* and these exceptions to the general tendency make 
it advisable to examine the consumption of each product separate- 
ly. The rate of consumption may be determined in the same man- 
ner for groups possessing or subject to other variable characteris- 
tics such as density of population and expenditures for advertis- 
ing or selling effort. In these cases, also, curvilinear tendencies are 


not uncommon. 


3s D. R. G. Cowan, “Sales Quota Determination,” Journal of Business of the 
University of Chicago, p. 250. To uncover the curvilinear relationships, it was neces- 
sary to convert the straight-line logarithmic tendencies to natural values. 


36 General Mills, Inc., A Program of Consumer Education, p. 10. It was found 
that the high-income group consumed 29 per cent less bread than the low-income 
group, but almost made up the difference by consuming other bakery products. 


CONSUMPTION OF BAKERY Goops 








OuNCcES PER PERSON PER MEAL 








Income GrouP 
Bread AG Debary 
ek ea asnmees 2.30 3.60 
CR sce x acae-aes 1.83 3.58 
icekaesace einen 1.63 3.56 











These relationships may not be normal because all bakery products were supplied 
without cost. 
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When a consumer group possesses a fixed characteristic, such as 
a racial distinction, its correct rate of consumption would be close- 
ly approximated by the average per capita consumption in all 
areas populated entirely by this group. In many cases such areas 
are difficult to find or nonexistent, and te investigator may have 
to collect data on consumption from hundreds of individuals or 
families in order to determine the rate. The difficulty of obtaining 
an adequate, representative sample may make it necessary to de- 
rive the rate by extrapolation. Using as an example the relation- 
ship between regional life insurance sales and percentage Negro, 
extension of the line of tendency to the 100 per cent ordinate pro- 
vides an estimate of $50 per capita, as compared with an average 
of $58 for all groups. The fact that allowance was already made 
for the influence of other factors may accomplish the same pur- 
pose as collecting information from hundreds of selected Negroes 
or Negro families. 

Similarly, a distributor may estimate his sales of dry sausage to 
a group composed of certain foreign-born nationalities at the an- 
nual rate of 78 units per capita. Although this would be the prob- 
able rate in cities composed entirely of these consumers, such cities 
do not exist. In only one city this consumer group comprises as 
much as 48 per cent of the total population.*’ 

Curved relationships raise another difficulty in extrapolating 
the correct rates. Sometimes the consumption per Negro person 
may vary between places with the proportion of Negroes in the 
population. Where foreign-born groups are a small proportion of 
the population they gradually accept the prevailing habits of con- 
sumption. On the other hand, where they are a large compact ele- 
ment they retain their foreign characteristics, and their merchants 
import foreign goods to satisfy their demand. Salesmen of Ameri- 
can-style products may avoid associating with these classes of 
dealers, resulting in lower sales and consumption rates. 

A further difficulty, encountered in all cases so far examined, is 
that per capita consumption or sales are affected jointly, not addi- 
tively, by regional conditions. For instance, a product’s consump- 

37D. R. G. Cowan, “Sales Quota Determination,” Journal of Business of the 
University of Chicago, VIII (July, 1935), 236. 
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tion may be higher in areas above average in either income or per- 
centage of Negroes, but when the two factors are above average at 
the same place, the consumption is more than the sum of their 
separate effects. The consumption is greater not only because 
Negroes like the product but also because the consumption per 
Negro is increased by their higher than average income. Under 
opposite circumstances, the presence of one influence may double 


CHART III 


RELATIONSHIP OF PER CAPITA CHEESE SALES TO REGIONAL ESTIMATES 


346 Seles Areas, 1955 
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Cheese sales per capita (logarithms) 
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Estimated cheese sales per capita (logarithms) 
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sales and yet be offset by another which halves sales. Many a sales 
manager has wondered why sales performance in a few areas so 
greatly outstrips that of others and, while not minimizing the im- 
portance of salesman’s ability, a partial explanation is the peculiar 
compounding or discounting effect of market conditions on each 
other in relation to sales. 

However, it sometimes happens that in the best areas sales are 
never quite as high as the favorable combination of conditions 
would indicate, and that, in the worst areas, sales are lower than 
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seem warranted.** This tendency is quite noticeable in cheese 
sales. In unfavorable areas cheese may not be made available by 
distributors. Under the most favorable conditions, consumers 
may reach a limit in eating cheese and satisfy other wants instead, 
while distributors may find it unprofitable to overextend market 
coverage. Quotas should contain an allowance for this tendency 
where it exists. Under all of these circumstances measurements of 
the regional influences and the related sales and consumptive 
rates required the use of logarithms and other methods of joint 
correlation. 
REGIONAL CONSUMPTION AND PRICES 


Uniform geographic prices are arbitrarily maintained for some 
manufactured products and in other cases there is the general 
tendency for free competition to establish the same prices every- 
where for the same thing at the same time.*® Nevertheless, re- 
gional price differentials frequently exist on a permanent or semi- 
permanent basis on account of different shipping and other mar- 
keting expenses, the imperfect competition resulting from custom, 
inertia or ignorance of buyers and sellers,*® and the varying sales 
taxes and licenses imposed by the states. For example, gasoline 
prices in 1929 varied from about 17 cents per gallon in Illinois to 
27 cents in Montana and Nevada.* 

Prices of 41 foods in 77 cities compiled for one day, May 7, 
1935, show definite tendencies in many cases, to be higher in 
large cities and to vary regionally with production, density of pop- 
ulation and consumer customs.‘* These tendencies are especially 

38 When regional per capita sales are charted with corresponding estimates, they 
form the arc of circle by rising from below the estimates to a point above them and 
then gradually falling below them again. For statistical methods relating to this 
tendency see Donald Brue, “Possible Modifications in the Ezekiel Method of 


Curvilinear Multiple Correlation.” Unpublished manuscript filed in the library, 
Bureau of Agricultural Economics, United States Dept. of Agriculture. 


39 Alfred Marshall, Principles of Economics, Book V, chap. i, par. 2. 

4° Holbrook Working, “Factors Influencing Price Differentials between Potato 
Markets,” Journal of Farm Economics, October, 1925. 

# Tank-wagon prices of standard quality gasoline (National Petroleum News, cur- 
rent issues). These prices at important places in each state were averaged together. 

# Henry B. Arthur, Retail Food Price Differentials between Cities (Consumer’s 
Division, National Recovery Administration, August 17, 1935) (mimeographed). 
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true of meats, poultry products, and some dairy products. Cheese, 
lard and shortening, and cereals, including bread, show regional 
price variations related mainly to consuming habits. Cereals and 
canned goods are somewhat lower priced in large cities due per- 
haps to mass-distribution economies. Regional fruit and vegeta- 
ble prices are undoubtedly subject to seasonal influences. 

In planning the distribution of products in this category it may 
be important to consider whether the differences in regional prices 
affect consumption rates. Except for foods, concrete illustrations 
are difficult to develop because of the general lack of suitable in- 
formation regarding regional consumption and prices. A study of 
living costs in 52 cities has made available, for 1918 and 1919, the 
average physical consumption per capita of the principal foods in 
each of the five main divisions, North Atlantic, South Atlantic, 
North Central, South Central, and Western.*? The corresponding 
prices of these products are obtainable by averaging the retail 
prices officially recorded for the same period in the cities of each 
division.*4 

The data are reasonably comparable. The consumption rates 
apply only to carefully selected native white families of wage- 
earners and low- or medium-salaried workers.‘ The retail prices 
are collected on the fifteenth of each month from food dealers of 
different types patronized largely by wage-earners, and they 
apply te foods given general definitions.** These definitions, how- 
ever, are not entirely satisfactory. For example, the prices of ham 
are only for center slices of the best grade sold in considerable 
quantity to families of wage-earners. The best grade may be given 
different regional interpretations depending on consumers’ tastes, 
quantity of local hogs, and the standards of different packers. 
Geographic price comparisons for a standard product of a single 

43 United States Department of Agriculture, Yearbook, 1924, pp. 1126 f., Table 


709, prepared by the Division of Statistical and Historical Research, from the data 
in the United States Bureau of Labor Statistics Bull. 357. 


44 United States Bureau of Labor Statistics, “Retail Prices, 1918-1919, Inclu- 
sive,” Bull. 270. 
45 United States Bureau of Labor Statistics, Bull. 357, pp. 1-2. 


46 United States Bureau of Labor Statistics, “Retail Prices,” Bull. 270, pp. 8-25. 
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producer are less liable to this error, but are subject to other diffi- 
culties. 

Using this information and making necessary allowances for 
conflicting tendencies, the consumption and prices of the following 
eleven products or product groups were graphically correlated :47 
butter and butter substitutes including oleomargarine; lard; milk 
and milk substitutes; fresh beef; lamb and mutton; fresh pork; 
ham; bacon; lard; poultry; eggs; cheese. Butter, lamb, and lard 
serve as typical illustrations. 

The consumption and price of butter are both affected inversely 
by the consumption of oleomargarine and other butter substi- 
tutes. After allowing for this common influence, consumption and 
price show a marked inverse relationship of the typical demand- 
curve type. Similar allowances for the direct effect of the per- 
centage of urban population on lamb consumption and its inverse 
effect on lamb prices reveal clearly a consumption-price curve. 
The extremely low consumption of the North Central division 
may be explained by the high production and consumption of pork 
in that area. Lard consumption is affected favorably by high per- 
centages of Negroes and inversely by heavy consumption of lard 
compound (after allowing for the greater Negro consumption of 
compound). The elimination of these influences results in an al- 
most perfect relationship between lard consumption and prices. 

In the consumption of all except two foods, ham and bacon, the 
same inverse relationship with prices was found. For fresh milk 
and similar products in which almost the entire production is con- 
sumed locally, production more accurately measures consumption 
and is more closely related to regional prices than the consumption 
rates obtained from the cost-of-living study. 

These “geographic’’ demand curves seem to indicate that, as a 
general rule, the regional consumption of a good is affected, in 
part, by differences in regional prices at a given time or within a 
limited period. Moreover, this limitation of time and the fact that 
actual consumption takes place, makes it possible to label them 

47 Although there are only five cases in these correlations, each one, as a divisional 


average, represents many hundreds of sampled instances. It is doubtful whether the 
theory of probable error can be applied directly to these tests. 
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“demand curves”’ in a stricter sense than the curves obtained by 
plotting prices at different points of time with production or 
wholesale market receipts. 

When products are not sold on a uniform price basis every- 
where, the sales manager should consider the effect of existing 
price differentials. More exact determination of the regional de- 
mand curves will depend partly upon the holding constant of 
other regional variables affecting consumption, partly upon the 
preparation of more detailed data, and partly upon the applica- 
tion of the more refined methods which those data may justify. In 
case of secular changes in price, the stability of the regional curves 
will depend on the similarity of the regional population groups. 
Otherwise the varying response of different groups to price 
changes may tend to distort the geographic curves. 


THE CONSUMPTION RATES OF DURABLE GOODS 


A product’s rate of sale is equivalent to its rate of consumption 
only when it is highly perishable and must be consumed immedi- 
ately. The more durable it is, and the less it is used, the greater 
will be the time elapsing between its purchase and its final use. 
As a consequence, geographic variations in the rate of consump- 
tion or obsolescence may reduce the association of sales with con- 
sumption. Pianos, automobiles, radio sets, and many other goods 
are in this class, and their rates of obsolescence may vary from 
area to area depending on physical influences such as the climate, 
human traits such as the frugality of the people, and other char- 
acteristics of each area. For example, the variations in gasoline 
consumption give evidence that automobiles are driven more 
miles in warmer areas having a longer open season. 

Changes in styles and mechanism may induce wealthy people to 
buy new automobiles every year or two, while the used cars are 
resold to the poorer classes,** in either the same or more distant 
areas. Used cars, especially the large makes, are said to be driven 
south for resale to Negroes and others. From area to area old 
models form a varying proportion of the toal automobile registra- 


48°C. E. Griffin, The Life History of Automobiles, “Michigan Business Studies,” 
No. 1. Ann Arbor: Michigan School of Business Administration, 1926. 
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tions and of the registrations of individual makes. Also the geo- 
graphical rate of obsolescence may change on account of satisfac- 
tion or dissatisfaction with a product, or a desire to buy new im- 
proved models of the same make or a different make, or inability 
to buy new cars or to continue operating cars on account of re- 
duced income. 

With exception of the automobile industry, the lack of suitable 
data makes it impossible to study the reasons for variation in the 
geographic rates of obsolescence. Even in this industry it is un- 
fortunate that no statistics have been compiled to show the pro- 
portions of old cars to new or the corresponding rates at which 
various makes pass out of use in each area. 

An annual approximation of the average rate of obsolescence 
may be obtained by deducting the number of cars in use at the 
end of a given year from the total registration (new and old)*? of 
that year and expressing the difference as a percentage of the num- 
ber of carsin use at the end of the preceding year. Cars in use at the 
end of a given year may be obtained by deducting the total new- 
car sales®* in the following year from the total registrations of that 
year. 

For the United States the annual rates of obsolescence com- 
pared with sales are as shown in Table V. The rates of disappear- 
ance of cars increased and decreased over periods of years, in gen- 
eral agreement with changes in business conditions.“ Even more 
remarkable, however, are the divergencies between the rates of 
obsolescence and of sales. 

Different states show marked variation from year to year. For 
example, the rates for Alabama were 2.5 per cent in 1925, 10.9 per 
cent in 1926, 5.5 per cent in 1927, 17.7 per cent in 1928, and 9.2 
per cent for the four-year average. The rates for Nevada were 
7.4 per cent in 1925, 6.0 per cent in 1926, 7.1 per cent in 1927, 4.2 
per cent in 1928, and 6.2 per cent for the four-year average. 

49 Automobile Chamber of Commerce, ““Total Passenger Car Registrations Year- 
ly by States,” Facts and Figures of the Automobile Industry, 1930. 

s° Cram’s Automotive Reports, Inc., New Car Sales. 

St Since these facts were developed the Cleveland Trust Co. has made a similar 
study (Cleveland Trust Company Business Bulletins, XV, No. 2 [February 15, 1934], 
4, and XVI, No. 3 [March 1s, 1935], 2). 
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These yearly comparisons for states uncovered a circumstance 
under which the method fails to measure obsolescence properly. 
Florida’s increase in total registrations from 1925 to 1926 was 
greater than the new car sales, due in all probability to migration 
into Florida on account of the “boom.” Yet there must have been 
some automobile obsolescence. On the other hand, the Florida 
rate was 9.4 per cent in 1926 and rose to 21.8 per cent in 1927 and 
15.6 per cent in 1928 with the outward migration following the 


TABLE V 


RATES OF OBSOLESCENCE AND SALES OF PAS- 
SENGER CARS IN THE UNITED STATES, 














1923-34 
Year Pe Rate of Sales 
.  chutoonesomces 10.56 35.05 
Ws cckievedte. ae 11.72 24.42 
Si cteuns cebeega hed 12.90 24.93 
1926... Licdocenwt 10.68 22.60 
SPP goes 13.03 15.13 
EE 6 ke kik a KR 13.08 19.23 
GES oc vtdnacatesewns 13.62 22.51 
Ee me 12.20 12.81 
| re oe 12.20 9.14 
AY pied eawes euraddan 10.60 5.46 
a ee eee 6.08 8.11 
SL Was Kaba vWeesen tenn Sone ee 10.54 








boom’s collapse. For the same reason, California and other states 
experiencing a rapid population growth due to migration generally 
show low rates of obsolescence. The four-year average rate was 
5-2 per cent for California, 6.2 per cent for Nevada, and 3.5 per 
cent for New Mexico. Yet under the stimulating conditions of 
the boom in Florida or the rapid growth in other states, the rate 
of obsolescence logically ought to be fairly high. 

In a study of why there are different regional rates, it was de- 
cided to omit Florida for the foregoing reason, and II}linois, Massa- 
chusetts, and New York for lack of complete data. For the re- 
maining forty-four states the simple averages of the four yearly 
rates, 1925-28, inclusive, were obtained. As a result of correlation 
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it was determined that five factors accounted for 31 per cent (R= 
.554) of the variation in these average rates. While this percent- 
age is not high, the importance and direction of each factor’s in- 
fluence seems quite reasonable. 


TABLE VI 


AVERAGE RATE OF OBSOLESCENCE, 1925-28, 
INCLUSIVE, AND: 


Part r 
1. Mileage of surfaced roads per 1,000 people.................02005 — .48 
2. Average yearly period between freezing temperatures............ + .37 
3. Percentage low-priced (4-cylinder) autos in operation July 1, 1927. +.36 
ie EN I ROOD. ook vik okiressewkedueesesictases +.18 
5. Income-tax returns per 100 people, 1925-28, inclusive............ — .02 


The average annual rate of obsolescence on Ford cars for the 
two years, 1926 and 1927, was 10.2 per cent, as compared with an 
all-car average of 11.8 percent. For the years 1928 and 1929 the 
average rate for Fords was 18.2 per cent, reflecting the delay in 


TABLE VII 


TENDENCIES IN THE OBSOLESCENCE OF FORD CARS 
ASSOCIATED WITH FIVE FACTORS 














Partr 
Factor 

1926-27 1928-29 
1. Mileage of surfaced roads per 1,000 people............. — .05 — .32 
2. Average driving season (period without frosts).......... — .34 + .20 

3. Percentage low-priced (4-cylinder) autos in operation, 
I occa daewnbabinyiesawae ewes ances —.12 +.o1 
Bs IE BRITE, BORD ROR, ooo cence soncsccicweseses's —.21 — .33 
5. Income-tax returns per 100 people, 1925-28, inclusive....| -+.02 +.02 











changing the Ford model. After obtaining the average rates in the 
two year periods, 1926-27 and 1928-29, for the forty-four states, 
the influence of the same five regional factors on Ford obsolescence 
explained 24 per cent (R=0.490) in 1926 and 1927, and 18 per 
cent (R=0.430) in 1928 and 1929. These relationships are barely 
significant, but the changes in the influence of several of the fac- 
tors from the first period to the second are of interest. 
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If these coefficients are trustworthy, the Ford rate of disappear- 
ance declined in good road areas and areas of unusual population 
growth, but increased in those areas experiencing a longer driving 
season. 

Analyses of the obsolescence of other makes of cars and of other 
durable goods is prevented by lack of suitable data. However, the 
evidence just presented supports the view that since the consump- 
tion of durable goods requires the passage of time, their rates of 
sales are not equivalent to those of consumption, except perhaps 
for long periods. Obsolescence in automobiles seems to vary not 
only with prosperity and depression but also with regional condi- 
tions. Consequently their consumption rates for various groups 
of automobile users must vary. These rates also vary for each 
make of car. Information of this nature should be most helpful to 
the manufacturer of different durable goods because it might ex- 
plain and aid in foretelling the sales rates for each product in given 
periods and for different classes of purchasers. 


GROUP CONSUMPTION RATES MODIFIED BY TIME CHANGES 


Besides the distinction between durable and perishable goods, 
the element of time also introduces the problem of changing con- 
sumption rates of different consumer groups. Dynamic influences 
upon the rates may be detected both by repeated surveys of the 
same areas and selected groups or by successive studies of the re- 
gional tendencies in recorded consumption and sales through 
wholesale and retail channels. The latter is usually the less ex- 
pensive method, and the sales manager may prefer it in analyzing 
his own sales. In applying this method, however, the same factors 
should be used repeatedly in multiple correlations*? unless only 
simple regional tendencies are to be considered. By so doing a 
sales manager may learn whether the consumption of some groups 
responds differently than others to general changes in business 
and other conditions. For illustrative purposes, Tables VIII, IX, 
and X give the simple tendencies in the sales of washing machines, 

s? A short-cut is to determine the changes in regional tendencies by the differences 


between the estimates for one year and the actual sales of later years, thus indicat- 
ing the changes in the rates of sales to different consumer groups. 
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butter, eggs, and poultry, and Tables XI and XII give the multi- 
ple relationships in magazines and automobiles. General observa- 
tions regarding these studies and some specific reasons for the 


TABLE VIII 


GROUP TENDENCIES IN WASHING-MACHINE SALES, 1927-30, INDICATED 
BY SIMPLE CORRELATIONS WITH FIVE FACTORS 











Laundry Income- | Percentage Persons 10 | Percentage 
Operatives tes Utes Dwellings Negro 
Returns | Population a o_o 

Sales, 1927-30*........... — .5764 | —.5051 | —.6666 | —.5685 | —.4724 
rg chs cit alae — .4723 | —.3206 | —.5160 | —.4911 | —.§133 
ONS a eee —.5915 | —.4398 | —.6483 | —.4547 | —.4535 
FR. ic.dcyecenaeans —.5221 | —.5570 | —.6483 | —.5028 | —.4028 
RE ere — .4753 | —.4716 | —.6328 | —.5426 | —.3293 




















—_ five factors explained 69 per cent (R =0.83) of the variability in state sales for the four-year 
period. 


TABLE IX 


WASHING-MACHINE SALES, 1927-30, AVERAGE PER- 
CENTAGE DEVIATION OF INDIVIDUAL YEAR COR- 
RELATION COEFFICIENTS FROM FOUR-YEAR CoO- 











EFFICIENTS 
Average _— 
Factor Percentage of 4 

e- Year r 

Deviation 
Percentage urban.......... 8.3 .6666 
Laundry operatives........ 11.1 5764 
a adits dente eo ae 12.8 5685 
Percentage Negro.......... 14.4 .4724 
I So Wie irate enema 15.6 5051 











changing rates of group consumption should be of practical 
interest. 

Throughout the studies consistent tendencies, year by year, 
may be observed. In the sales of washing machines,* for example, 
the correlation for individual years follow quite closely the corre- 
lation for the entire period, although seventeen out of twenty are 


53 Professor Lyndon O. Brown, Northwestern University, made the analyses of 
washing-machine sales while a member of the author’s class on sales analysis. 
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lower on account, naturally, of greater variability in individual 
years. 

The average difference between the individual year correlations 
and the four-year correlations is approximately 12 per cent. With 
the exception of the Negro factor, the tendency for the difference 
to decrease as the degree of relationship increases indicates that 
the more influential factors are likely to be the more stable in 


TABLE X 


CHANGING TENDENCIES IN BUTTER, EGG, AND POULTRY SALES IN 
TWENTY-THREE BROAD SALES TERRITORIES COVERING MOST 
OF THE UNITED STATES, 1928-32 














CoEFrFICIENTS OF SimPLE CORRELATION 
Per Capita 
RELATIONSHIPS 
1928 1929 1930 1931 1932 
Butter sales with: 
Income-tax returns...... — .42 + .34 +.3 + .26 +.28 
Foreign-born........ + .46 + .43 +.45 8, eee 
Egg sales with: 
Wage-earners...... .-| +.33 + .33 +.42 Oe eee 
Foreign-born............| +.36 + .29 + .28 + .34 +.50 
ss Ga eis dee ora eats — .20 —.13 — .08 —.13 — .33 
Poultry sales with: 
Wage-earners........... + .67 + .69 + .63 oe ; 
| SAS Eo + .86 + .84 + .84 a 
I bik wih i els — .47 — .46 — .43 — .49 — .53 




















budgeting sales on the basis of the geographic tendencies of pre- 
ceding years. 

At the same time the great number and variety of changes to be 
observed in the studies reveal the dynamic nature of group de- 
mand which tends to be obscured by consideration of total or 
average consumption. Very lengthy, painstaking observation and 
analysis in each industry would be required in order to explain in 
detail why many of these variations in group consumption have 
occurred. While some of them may be largely due to chance, the 
relationships which show fairly steady tendencies to increase or 
to decrease in importance or to change direction, or to vary with 
other changing phenomena such as business conditions, signalize 
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TABLE XI 


CHANGING TENDENCIES IN AUTOMOBILE SALES IN FORTY-EIGHT STATES 
PER CAPITA RELATIONSHIPS WITH FIVE STATE 
FACTORS, 1926-31 








CoEFFICIENTS OF PART CORRELATION 





1926 1927 1928 1929 1930 193! 





Automobile—all makes: 
No. income-tax returns (log) .}+ .3331| + .5752|+.5590|+ .5507|+.7148|+ .4022 
Average income per return 

RRA ee + .1223|/+ .0121|— .0500]— . 2049|+ .1732/-+.2748 
Percentage surfaced roads. .|+ .2793}-+ .1804|]+ .cg17|+ . 2186/+ .0748)+ .o141 
Electric-railway mileage 


ROE TUE pias — .5081| — .3164|— . 3538] — .4553| — .3651| — . 1631 
Percentage Negro (log) ..... — .3872|— .5403]— .5790|— .5534| — .6353| — .3015 
Ford: 
No. income-tax returns (log) .|— . 3987| — . 3665|— . 2934|+ .0547|+ . 5788] + .6936 
Average income per return | 
cee snckurda yn hisitine’ + .1280|— . 1053|-+ .0264] — .3921|— .0469]-+.1259 
Percentage surfaced roads. .|+ .1044}-+ .0424|+ .2107|+ .3157|+.2347| + .0141 
Electric-railway mileage 
NE  gne uac ones sees — .4188] — . 4184] — .1830]— . 5069] — .4224| — . 2513 
Percentage Negro (log) ..... — .2004|— .4721|— .0223|— .1824|— . 3860] — . 2410 
Chevrolet: 
No. income-tax returns (log) .|+ .3357}+ . 2935|+ .2840|+ . 1000]-++ .3346|+ .6151 
Average income per return 
ER aoe — .3243| — .4440|— . 3823] — .3762]— .0707/-+ . 2209 
Percentage surfaced roads. .|— .0200] — . 3343] — .1265]+ .1245] — . 1865] — . 2193 
Electric-railway mileage 
EE stata ele ‘x inc dad 4 0k 0 — .4282|— .2942|— .4071|— .4748] — .3143] — .2177 
Percentage Negro (log) ..... — .O100|-++ .2725|— . 3670] — . 2327/— .4149| — . 3027 
Dodge: 


No. income-tax returns (log) .|+ . 7569|+ .6549/+ .7210|+ . 7583/-+.7340|+.7375 
Average income per return 
Bee — .2872] — .4108]— .64098] — .6136| — .4182) — .1153 


Percentage surfaced roads. .|+ .3712|+ .0700]— .0400]— .0989| — . 1994] — . 3386 
Electric-railway mileage 


SE Satta Pactmieecuue G — .6421| — . 3708] — .5179|— . 2915] — .0346|+. 1825 
Percentage Negro (log) .... .| — .0412] — .0400]— . 3364] — .2561|— . 4042] — . 5025 
Buick: 


No. income-tax returns (log) .|+ . 8000) + . 7764/-+ .8357|+ .8976|-+ .8807/+ .8820 
Average income per return 

OS Serre + . 3043] + . 2901] — .1126]— . 2457/-+ .3244/+ .5679 
Percentage surfaced roads. .|+ .0735] — .0315|+ .0346|+ . 1643/+ . 3366] — .0663 
Electric-railway mileage 

Settee 
Percentage Negro (log) ..... 


— .4566) — .1574|— .5212/— .6405|— .6393] — . 3955 
— .6993| — .4622/— .3418|— . 2944] — .3754|— .5649 























. * The association of electric-railway mileage per 1,000 sq. mi. (log) with.the amount of income per 
tax return, 1928, was eliminated from it before correlating with automobile sales. 
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TABLE XI—Continued 








CorFFICIENTS OF PART CORRELATION 





1926 | 1927 1928 1929 | 1930 1931 





Cadillac: 
No. income-tax returns (log) .|+ .7391/+ 7862|+ 8528)+ 8522| 7849|+ .8267 
Average income per return | 

|+ . 7643|+.7741|+.6744|+ .6310|+ .7561/+ .6768 








Pe ee ; 
Percentage surfaced roads I+. 1982|— 1403|+ . 2684|+ . 2091|+ .0411| — . 1634 
Electric-railway mileage | | 
Geer ..... a ; |—.1051/+ 4872|— .1493|— 1734|+ . 3182 + .0860 
Percentage Negro (log) . .. |+ 1172|+.1333|+.1771|+.3172|+.2094|— .coo1 
| | 





| 





TABLE XII 


CHANGING TENDENCIES IN Saturday Evening Post AND CURTIS COMBINED 
CIRCULATIONS: PER CAPITA RELATIONSHIPS WITH SIX 
STATE FACTORS, 1927-31 








CoEFFICIENTS OF PART CORRELATION 





RELATIONSHIP 



































| 
1927 | 1928 1929 1930 I9g31I 
an | 
Saturday Evening Post with: | | 
Income-tax returns é -seeo] $.88 | +.92 | +.70 | +.86 | +.87 
Average income per return.........] +.19 | +.38 | +.05 | +.12 | +.17 
Percentage illiterate . . —.18 | —.14 | —.22 | —.11 | —.06 
Percentage Negro... -e weeeee] —.45 | —.49 |] —.31 | —.22 | —.22 
Percentage foreign-born. .. . eg +.6r | +.68 | +.39 | +.68 | +.68 
Percentage urban. —.03 | —.32 | +.15 | +.00 | +.00 
Total variability explained nae 809 92 7 88 7 
Multiple correlation coefficient. . . 04 96 87 -94 87 
Curtis combined circulation with: 
Income-tax returns. ... “ ace eae +.87 | +.77 | +.80 |....... 
Average income per return ; ; +.32 | +.22 | +.20 |....... 
Percentage illiterate ...... ee ae —.64 | —.59 | —.70 |....... 
Percentage Negro d= 54 | —.33 | —-32 
Percentage foreign-born ' : .-| #.55 | 4.05 | +.67 
Percentage urban = 4 | — .66 | —.4§5 | —.S§ }.....-- 
Total variability explained ..... 89 .85 i eee 
Multiple correlation coefficient. | 04 92 en ee 
| 














the influence of many forces. Among them are those shown in 
Tables X—XII. 








. 
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The following conclusions may be reached as a result of the data 


presented : 

1. Changes in physical characteristics of the product affect the 
rate of consumption of both immediately consumable and durable 
goods, and the latter’s rate of obsolescence. 

The remodeling of the Ford automobile probably accounts for the steady 
change in its relationship to income from a significant inverse correlation 
(part r= —0.3987) in 1926, to one of greater direct effect (part r = +-0.6936) in 
1931. For the same reason, changes were noted in the rates of Ford obsoles- 
cence under different conditions. The advent of the carton as a container for 
lard, together with the later addition of the patented measure on the carton 
lid, met a real need of the urban dweller. If, however, it had been offered in 
place of the pail to the rural dweller, especially in warm climates, it would un- 
doubtedly have reduced ths consumption of the particular brand. Such sim- 
ple things as changes in the color of products or their containers have been 
known to increase their desirability. In some tests, changing the size of the 
slice of bread by 20 per cent in weight increased bread consumption 20 per 
cent by weight.“ 


2. Changes in competition resulting from new or modified prod- 
ucts affect the distribution of other products. 

The radical changes in the Ford car, which brought about an increased de- 
mand for it in areas of greater income diffusion, may have caused the slow 
decline in demand for Chevrolets in the same areas from 1926 to 1929. This 
trend was reversed after 1929, with the change in the Chevrolet motor from 
four to six cylinders. 


3. The demand of other groups may change, thereby modifying 
the comparative consumption and prices. 

In areas having high percentages of Negroes, the sales of all cars were 
greater in 1929 than in 1926, and yet the general relationship of this group to 
car sales showed an almost steady tendency to become increasingly negative. 
From 1929 to 1930 the sales decline in these areas was more rapid than aver- 
age, while from 1930 to 1931 it was less rapid. It is reasonable to think that 
through price increases brought about by the increased demand of one group, 
the consumption of others may be reduced. 


4. Slow changes in the consuming habits, tastes, and prefer- 
ences of different groups are in progress and become apparent 


only over longer periods. 


For instance, the foreign-born group become accustomed to domestic 
products while later generations lore much of their parents’ desires for for- 


} 


s4 General Mills, Inc., A Program of Consumer Education, p. 9. 
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eign-made cheese, foreign types of sausage, and the like. Many Jewish people 
have abandoned their religious tenet against eating pork, as indicated in re- 
cent studies by a comparatively slight inverse effect of this factor on sliced- 
bacon sales and the absence of any effect on lard and ham sales. The gradual 
disappearance of home-made butter and home-cured hams in farming areas 
has changed the sales of nationally distributed brands. 


5. Changes in employment and income, especially as part of 
the business cycle, affect the consumption of some groups more 
than others. 

The consumption of the wage-earning group fluctuates more than that of 
the salaried classes and this, in turn, affects the total consumption of some 
products more than others. The less expensive cuts of beef, for example, have 
to be sold at a greater price spread under the more expensive cuts in periods 
of depression than of prosperity. Some illustrations are found in the sales of 
automobiles, washing machines, and magazines. In the geographic sales of al 
cars, the importance of income diffusion (as measured by number of income 
tax returns per 100 people) increased from 1926 to 1930, and then declined in 
1931. . 

In contrast, the areas of high-average income per return showed a declin- 
ing importance from 1926 to 1929 as all classes prospered, and then a rapidly 
rising direct effect from 1929 to 1931 as areas having lower average income re- 
stricted expenditures to strict necessities. Necessities, of course, are defined 
differently for each class. 

The close relationship of sales of Cadillac cars to high-average incomes is 
not altered much by changing business conditions, although the importance of 
high-income areas declined from 1930 to 1931, showing that the difference in 
sales between low- and high-income areas became less. In washing machine 
sales the effect of income diffusion (number of income-tax returns per 100 
people) increased from —.33 in 1927 to —.56 in 1929, as prosperity caused 
people to be less interested in home laundry, but reversed this tendency in 
1930 with a coefficient of —.47 as incomes declined. It explains why this in- 
dustry is less affected by business cycles.5s 

From 1927 to 1931, inclusive, the sales of a 5-cent product, the Saturday 
Evening Post, were decidedly above average in areas of high-income diffusion 
and also moderately above average in areas of high-average income per re- 
turn. In both cases the sales increased relatively from 1927 to 1928, declined 
relatively in 1929 as other areas spent freely for this low-priced product, and 
increased relatively again in 1930 and 1931 as income became more important 
in geographic sales determination. 


6. Changing merchandising conditions affect the consumption 
of particular groups. 


ss Brown, op. cit. 
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Chain-store growth has brought about the use of fancy brands as “‘lead- 
ers,”’ while the volume of sales under their own private label has been great- 
ly increased by price appeal. In the case of bacon, for example, certain well- 
known high-quality (“fancy’’) brands are used for display, but the sales vol- 
ume of the second-grade (No. 1) bacon, sliced and often sold under their pri- 
vate label, increased much more rapidly due to the depression, the improve- 
ments in No. 1 quality compared to fancy quality and the growth in the im- 
portance of chain stores.’ In 1928 a distributor’s sales of butter, cheese, and 
eggs were inversely related to the percentages of chain stores in different 
areas. Asa result of gradual changes this relationship disappeared in all three 
products and by 1931 it was direct in two of them. Competition from poul- 
try sold in areas of production manifested itself in the increasing inverse rela- 
tionship of branded poultry sales to poultry producing areas. Rising freight 
rates and lower prices may be the fundamental causes of this change. 

7. The distributor of the product may increase its selling and 
advertising effort. 

The number of salesmen and the circulation of magazines containing ad- 
vertising, vary from area to area, relative to the population. Increased effort 
in its various forms seldom flows into two or more areas in the same propor- 
tion and it is of practical value for the management to know whether the 
areas experiencing the increased effort show greater sales and to compare the 
effectiveness of a new advertising appeal, better trained salesmen, or a new 
merchandising plan. 

8. The changes in a product’s price may especially influence the 
consumption of some groups. 

For instance, group’. subjected to more advertising effort may willingly 
pay a moderately higher price for a product without much reduction in the 
product’s consumption. Prices are the media through which changes in one 
group’s demand influence the consumption of other groups. Prices also de- 
pend on a product’s supply. The fact that they have greater influence upon 
the consumption of some groups deserves careful consideration in formulating 
selling policies. 

Illustrations are found in the sales tendencies of eggs, poultry, and butter 
in twenty-three territories during the four years, 1928-31. 

The yearly sales rates of the products were determined for areas in which 
each factor was of small, medium, or large importance. In the case of eggs 
the yearly rates for these areas were adjusted for the annual national changes 
in egg sales. 

56 Federal Trade Commission, Chain Stores: Chain Store Leaders and Loss Leaders 
( Senate Doc. 51), pp. viii ff. 

57D. R. G. Cowan, W. G. Duncan, and S. G. Wennberg, “Bacon Survey: The 
Competitive Situation on Fancy and Other Brands” (typewritten), January, 1932. 
This private report was based on interviews with 1,426 dealers in 51 cities. 
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Average prices for these years were adjusted for changes in the general 
price level by expressing them as ratios to the all-food price indexes in case of 
eggs, and to the all-meat price indexes in the other cases. Egg prices were also 
adjusted for their relationship to general business activity as measured by 
annual car loadings. The inverse relationships of the sales rates to prices of 
eggs, poultry, and butter were greater, respectively, in areas of more foreign- 
born, more Negroes, and less income, as the chart shows. Furthermore, sales 
and prices were expressed in logarithms and the curvilinear relationships 
seem to indicate that a relative change in low prices causes a relatively greater 
change in the consumption of groups than the same relative change in high 
prices. In the case of poultry, the relationships in areas of medium and low 
percentages of foreign-born are probably distorted by abnormal business 
conditions in 1928 and 1929. If these demand curves are dependable, they 


TABLE XIII 


RELATIONSHIPS OF EGGS, POULTRY, AND BUTTER SALES PER CAPITA TO 
THREE SELECTED FACTORS, TWENTY-THREE TERRITORIES 








SmupLe CoRRELATIONS 





1928 1929 1930 193! 





Egg sales and percentage foreign-born. .| +0.365 | +0.286 | +0.285 | +0.343 


Poultry sales and percentage Negro. ...| —o.470 | —0.456 | —0.435 | —0.485 
Butter sales and income returns per 100 
SG G4 45 hax hohe ead ane Rea aad +0.423 | +0.345 | +0.303 | +0.262 

















“indicate that the consumptive rates of low-income groups respond more to 
price changes than do those of other consumers. On the other hand, the con- 
sumption of higher income groups may show very little response to price 
changes, except in the case of high-priced or luxury products. Thus, general 
consumption-price relationships, or demand curves, which are weighted 
composites of those of all income groups, do not depict exactly the respon- 
siveness of the consumption of any given income group. They conform 
more closely to those of the lower-income brackets, however, because those 
brackets include relatively more people. Other dynamic influences, how- 


58 Dr. W. C. Waite of the University of Minnesota comments: “The relationship 
between income and consumption is of sufficient importance to warrant special at- 
tention in these studies. It is one of the few consumptive relations of a purely 
economic character which can be stated quantitatively, easily, and definitely. Income 
consumption coefficients may be calculated. These promise to become important 
tools in the study of changes in demand. If we can assume our classes of consumers 
are alike except for income, our income consumption coefficient, even when de- 
termined solely from survey data will tell us much about the reactions to higher or 
lower incomes.” See A. C. Pigou, Economics of Welfare, Appen. Il; New Jersey 
Agricultural Experiment Station Bull. 506, pp. 36-39; Jacob Marschak, Elastizitat 
der Nachfrage (Tubingen: J. C. B. Mohr, 1931). 
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ever, are not constant, and changes in employment may cause similar tend- 
encies in the consumption of some products even when prices are the same 


relative to general price levels. 



































































CHART V 
DEMAND CURVES OF DIFFERENT CONSUMER GROUPS BASED ON 
» POULTRY, AND BUTTER SALES PER CAPITA 
Years 1928, 1929, 1950,and 1951 
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The limitations of data impair ready acceptance of many gen- 
eralizations. Full accomplishment of these attempted measure- 
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ments would be of value, not only from a theoretical standpoint, 
but from that of the marketing organization. Knowing the re- 
sponsiveness of a given group to price change, the price policy in 
many cases may be modified so as to bring about the most profit- 
able volume of consumption of a given product. On the other 
hand, a high-priced superior quality article sold only to higher in- 
come classes may experience little response in demand to moderate 
price changes, and price maintenance may be the desirable policy 
for the marketing organization to follow, other things being equal. 

Other things, however, are not constant. The responsiveness 
of group demand to price change must not be regarded as isolated 
and acting by itself. In fact, all of the dynamic influences 
previously discussed interplay. Competition, employment, slow 
changes in consuming habits, and the like, may cause changes in 
the amounts taken by a given group at particular prices. The re- 
sponse of demand to modifications in the characteristics of the 
product may be noted and turned to practical value in business 
management. Since the sales manager should consider all of these 
in making his plans, perhaps the concept of elasticity of demand 
should not be confined to consumption price relationsi.»s but 
should include the responsiveness of consumption to many chang- 
ing conditions. 








A RATIONALE OF CORPORATE REORGANIZATION 
GEORGE F. NICHOLS" 


S ONE reads the academic discourses on the financial and 
legal provlems of the corporation, one is increasingly im- 
pressed with the bulk of dispute in connection with the 
problems denoted as “reorganization.”’ As might be expected, the 
dispute begins with the definition of that term. Some writers 
have favored a very narrow definition, to be used as a mutually 
exclusive term from “readjustment” and “combination.” Thus 
E. S. Meade defines it as “‘a settlement of the claims of the differ- 
ent parties in interest on such a basis that the property can be 
released by the court and again managed as a going concern.’” 
More arbitrary is Stuart Daggett: “The term ‘reorganization’ is 
used in this study to denote the exchange of new securities for the 
principal of outstanding, unmatured, general mortgaged bonds, 
or for at least fifty per cent of the unmatured junior mortgages of 
any company, or for the whole of the capital stock.” In keeping 
with the rather general etymology of the term, however, the 
weight of legal authority seems to favor a more general usage. 
Says W. W. Cook, “A reorganization of a corporation is a business 
arrangement whereby the stock and bonds of the company are 
readjusted as to amount, income, or priority, or the property is 
sold by foreclosure of a mortgage upon it, and the purchaser buys 
for himself and such of the old stockholders and bondholders as 
he associates with him.’’* Both Fletcher’ and Cravath’ are in sub- 
* This paper is a portion of Mr. Nichols’ master’s thesis, presented to the Faculty 
of the School of Business of the University of Chicago. 

2 Corporation Finance (6th ed.; New York: Appleton & Co., 1930), p. 427. 
3 Railroad Reorganization (Cambridge: Harvard University Press, 1930), p. 335. 
4 Cook on Corporations (8th ed.; New York: Baker, Voorhis & Co., 1923), Sec. 


883. 

5s W. M. Fletcher, Cyclopedia of the Law of Corporations (Chicago: Callaghan & 
Co., 1919), Sec. 4834. 

¢ P. D. Cravath, “Reorganization of Corporations,” Some Legal Phases of Corpo- 
rate Financing, Reorganization, and Regulation (ed. F. L. Stetson; New York: Mac- 


millan Co., 1917), p. 154. 
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stantial agreement with this definition.’ Writers more interested 
in the economic problems have similarly adopted a broader defini- 
tion. A. S. Dewing defines it as follows: “In common usage the 
term [reorganization] implies a redrawing of the financial struc- 
ture of a corporation in consequence of threatened or actual in- 
solvency,”*® while W. Z. Ripley defines it as “the financial read- 
justment or settlement necessary for the restoration of peace and 
order, generally, through the establishment of a proper equilib- 
rium between income and outgo.”® 

It will be noted that in all cases the term has been given a static 
conception, being conceived either as the “agreement” or some 
abstraction of it as the “financial readjustment”’ or “business ar- 
rangement.” It is submitted, however, that since corporate re- 
organization is of necessity partially a problem of corporate re- 
habilitation, such a limitation is illogical. For purposes of this 
paper, then, still another definition is posed: Reorganization is 
the process of redistributing the rights, powers, and liabilities of 
contractual engagements because of, or in anticipation of, failure. 
While there are definite and well-recognized legal differences, the 
problems of combination and voluntary reorganization are im- 
bued with precisely the same economic and ethical qualities as 
reorganization, and hence, from the viewpoint of one attempting 
to draw a plan, are analogous, if not identical, problems. 

As is too infrequently observed, most differences lie in the un- 
expressed assumptions, or differences of perception, of the dis- 
putants, rather than in the reasoning processes by which the con- 
clusions are reached. The beginning, and very often the end, of 
any dispute lies in a resolution of these differences, whether by 
confutation or compromise. Thus it would seem that a rationale 
of corporate recorganization might well begin by a consideration 
of the perceptive assumptions regarding the facts. The considera- 

7 For a somewhat narrower definition in earlier corporation theory see V. Mora- 
wetz, Corporations (2d ed.; Boston: Little, Brown & Co., 1886), Sec. 811. 


8A. S. Dewing, Financial Policy of Corporations (2d ed.; New York: Ronald 
Press, 1926), V, 7. 

9W. Z. Ripley, Railroads, Finance and Organization (New York: Longmans, 
Green & Co., 1915), p. 372. 
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tions affecting any plan of reorganization have here been divided 
into our empirical classes. They are: (1) valuation, (2) minimum 
earnings, (3) cash requirements, and (4) interests in the company. 


VALUATION 


The capitalization of future earnings —The reader can doubtless 
recognize the process of valuation without definition or protracted 
discussion of the many methods by which this process is carried 
on. Whatever may be the dispute in regard to the inclusiveness of 
the term “‘capital,” there would seem to be universal agreement 
among economists that the value of “trade capital,” and therefore 
of an interest in “trade capital,” at any one moment of time is 
based upon its ability to earn in the future.’® It is worth either (1) 
the discounted value of its future earnings in its present use or (2) 
the discounted value of its earnings in another use, less the cost of 
transference.* Such a value is obviously no more than an ideal, 
since the uncertainties of the future render impossible any at- 
tempt to give it precise statement. This does not, however, de- 
prive the statement of its essential validity or usefulness in under- 
standing the problem. Despite its limitations, it at least offers a 
critical standard of valuation methods, which should be of practi- 
cal use to impartial reorganizers or courts interested in finding a 
fair basis of reorganization. 

The most widely applied method of valuation of assets in busi- 
ness is “cost less depreciation.” The original cost of the item 
valued is presumably equal to, or less than, the anticipated value 

%0 Cf. F. H. Knight, “Capital, Time and the Interest Rate,” Economica (N.S.), 
III (1934), 257, 260: “The amount of capital ‘in’ any item, i.e., the theoretical sale 
value of any productive instrument of property item at any moment, is determined, 
mathematically as a ‘present worth’ by discounting its future yield (assumed to be 
known) back through time to the moment of valuation, at a uniform rate.” For 
statements of similar tenor see I. Fisher, The Nature of Capital and Income (New 
York and London: Macmillan Co., 1906), pp. 70 ff. Cf. also J. C. Bonbright and 
C. Pickett, “Valuation To Determine Solvency,” Col. L. Rev., XXIX (1929), 582, 
621: “What is wanted in this case is an estimate of the probable earning power of 
the individual debtor rather than the separate values of the property owned by the 
debtor.” 

The word “earnings” will be used throughout the article in the sense of earnings 
before capital charges, i.e., gross earnings less direct costs, depreciation, mainte- 
nance, and obsolescence. 
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of future earnings at the time of purchase or else the investment 
would not be rational. Further, from an accounting point of view, 
the value of the item at any later point of time (equal to the value 
of future earnings discounted back to that point) plus the depre- 
ciation reserve should equal the original cost of the item. This in- 
dicates that both the original cost of the item and the method of 
depreciation reflect the original purchaser’s estimate of the future 
course of earnings. The acceptance of “cost less depreciation”’ as a 
standard of valuation thus implies acceptance of estimates of 
earnings made by the original purchaser. The very fact of failure 
proves, however, that these estimates are often in error. Thus, 
while “‘cost less depreciation” is undoubtedly very often an excel- 
lent rule of thumb for application in the ordinary case of valuation 
of a concern unbeset by financial difficulties, no justification other 
than sheer expediency can be found for its application in a situa- 
tion where, for at least a period of time, financial difficulties have 
cumulated. It is likewise difficult to justify a variation of the 
cost basis which merely adjusts values by writing off some addi- 
tional arbitrary depreciation. 

Numerous persons have suggested that a “market valuation,” 
since it is made by persons who capitalize an estimate of future 
earnings, might be taken as the value of the property. For pur- 
poses of later discussion, the valuation of two markets should be 
sharply distinguished: (1) that of the market at the judicial sale, 
and (2) that of the securities market shortly after the announce- 
ment of the plan. Postponing a discussion of objections to the 
valuation of these specific markets, certain objections should be 
noted to any type of market valuation. A market valuation, while 
it “tends” to equal capitalized future net earnings, may depart 
from it over a considerable period of time. From the speculator’s 
(investor’s) point of view an increase or decrease in market price 
is, so far as he is concerned, a “gain” or “loss” which he will tend 
to add to or deduct from the capitalized value of earnings. Thus, 
if he observes what he considers to be a “trend” in earnings, he 
will tend to make a liberal prediction of earnings and thus be will- 
ing to pay more or less than the capitalized present earnings for 
the “trade capital” or interest in “trade capital.”” This process 
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has in the past been proved by later facts to have been “‘irration- 
al.” The degree to which he will permit such predictions to alter 
his assumed rational valuation process is nowhere better exempli- 
fied than by the experience of the later 1920’s when, through an 
unparalleled conjuncture of brokerage persuasiveness and invest- 
ment credulity, security prices reached heights believable only be- 
cause they existed. Statements at the time by those professed to 
be most discerning in such matters assured the purchaser that 
prospective earnings warranted such valuations, and yet when one 
compares the prices with earnings statements, one cannot help 
feeling that, unless inspired by divine revelation, the “‘exceptional 
prospects of earnings” were not a little affected by the reverse 
process of estimating earnings from market valuation. A similar 
attitude on the part of purchasers of failed companies, or interests 
in failed companies, has tended to result in a valuation of the 
assets at a figure very closely approximating their scrap value. 

Reproduction cost less depreciation is another type of valuation 
which has been suggested. This is a type of market valuation 
whose adoption is very apt to give rise to two serious errors. First, 
unless other firms are entering the same industry or are expanding 
productive capacity, it would seem that there is no basis for as- 
suming that this represents an approximation of “value’’; indeed, 
the reluctance of others to enter the industry would seem to be a 
clear expression of opinion that the assets will not earn a substan- 
tial enough return on capital to warrant investment. Second, 
even if firms are entering the industry or expanding productive 
capacity, unless they are operating under the same or similar 
market conditions, there would seem to be few reasons for accept- 
ing this as the value of the concern and failing to consider prob- 
able future earnings. 

However convenient such methods as “cost,” “reproduction 
cost,” or “market valuation” are, each would appear to furnish no 
more than one opinion (and most often a very poor opinion) of 
“‘value.”’ Since judicial appraisal requires the adoption of a defi- 


% For a refreshingly candid expression of skepticism as to the accuracy of such 
methods of valuation, see the opinion of J. Alschuler in Jameson v. Guaranty Trust 
Co., 20 Fed. (2d) 808, 813 (C.C.A. 8th [1927]). 
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nite standard of value, some one of these methods (the only defi- 
nite standards known) would have to be accepted if the valuation 
process were to be performed by courts. Happily, courts have 
steadily refused to perform this task, taking the position that 
since reorganization is so much a matter of business judgment, it 
should be left to the interested parties.** 

So long as the duty of valuation for purposes of reorganization 
is performed by reorganization committees a more accurate and 
flexible method will be at hand, i.e., the methods described above 
combined with forthright capitalization of predicted earnings. To 
accomplish this task an inspection of past earnings and an esti- 
mate of ‘average earnings under normal conditions of operation 
and demand” would seem to be the only method now developed. 
This may, of course, be subjected to all sorts of statistical refine- 
ments such as “long-term trend,”’ and “trend of division of busi- 
ness within the industry,” etc. Since a definitive forecasting 
method has not yet appeared, however, it is impossible to discuss 
the subject intelligently in a paper of this length. In view of the 
fact that even short-run predictions are subject to a large margin 
of error,"4 a completely satisfactory valuation by this method will 
probably never be achieved. Despite its obvious shortcomings, it 
at least has the advantage of directly facing the problem, i.e., 
prediction of future earnings. 


MINIMUM EARNINGS 


In addition to a long-run estimate of earnings for purposes of 
establishing the present worth of the enterprise, it is necessary to 
estimate the minimum earnings of the enterprise. Because of the 
fact that a failed company has usually used up its liquid funds, 
the plan of reorganization must frequently cut down the amount 
of lienholding claims’ if it is to avoid financial difficulties in the 

"3 See J. N. Rosenberg, “Corporate Reorganization: The Next Step,” Col. L. 
Rev., XXII (1922), 14; and R. T. Swaine, “Corporate Reorganization: A Reply to 
Mr. James N. Rosenberg,” ibid., p. 121. 

14 See G. V. Cox, An Appraisal of American Business Forecasts (“University of 
Chicago Studies in Business Administration” [Chicago: University of Chicago 
Press, 1929], Vol. I). 

*s For the definition of this term see below, p. 391. 
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near future. Any payment to lienholding claimants must ordina- 
rily be made out of current earnings of the reorganized company. 
Thus, some provision must be made so that lienholding claims do 
not exceed minimum future earnings."® The most satisfactory 
way of insuring this result, of course, would be to exchange all se- 
curities with absolute claims for common stock (or better yet, 
from the common stockholder’s viewpoint, for non-cumulative 
preferred stock). Since this will not be necessary in most cases, 
however, some more equitable way which will permit security- 
holders to retain all the absolute claims which the company’s 
financial structure will afford must be discovered. Two methods 
of devising a “feasible” plan have been utilized by reorganizers. 
The most frequently used method is, of course, the reduction of 
absolute claims, for which the security-holder receives a contin- 
gent or residual claim. The second method, less frequently used, 
is the abolition of interest and/or preferred dividends for a period 
of several years."? 
CASH REQUIREMENTS 

It frequently happens that in order to increase the earning ca- 
pacity of an enterprise to an amount sufficient to justify a particu- 
lar plan, some additional capital must be placed in the enterprise. 
This naturally presupposes that earnings will be increased to an 
amount greater than the current rate of return. While this con- 
sideration is not present in every reorganization, it is present in a 
substantial number of them; and, when present, it may be the 
dominant consideration of the plan. Not infrequently it encom- 
passes a comprehensive overhauling of the entire physical produc- 
tive capacities of the enterprise."® 

The purposes for which cash must be raised are many and va- 
ried, but they may be placed in the following five categories: (1) 
The first and most comprehensive category includes the restora- 
tion of undermaintained, and purchase of new, productive instru- 


6 Thus a plan must be “feasible”; see Sec. 77B of the Bankruptcy Act, subdivi- 
sion (f), clause (1). 

17 The principle protecting the rights of absolute claimants will be explained in 
the next issue. 

18 For an excellent discussion of a comprehensive reorganization of the productive 
facilities of an enterprise see T. J. Prince, “The Rock Island,” Moody’s Magazine, 
XIX (1915), 409. 
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ments. The necessity of this may have been caused by under- 
maintenance, the failure to make adequate provision for depreci- 
ation and replacement, or may be required by the necessity of 
altering the product to meet a change in demand. (2) The second 
and most widespread capital requirement is to provide working 
capital for the conduct of current operations. Dearth of working 
capital is perhaps the most common ailment of business corpora- 
tions facing reorganization. If the enterprise is solvent and can 
raise the capital readily by an issue of securities, the process of do- 
ing so is euphemistically called ‘‘refinancing.” Since insolvency is 
usually the result of many more serious ailments, it is not sur- 
prising to discover that most reorganizations require the raising of 
additional cash for working-capital purposes. (3) In cases of vol- 
untary reorganization, it is usually necessary to pay non-assenting 
security-holders in cash. This may consist in a forthright pay- 
ment by the company of the cash value of their securities, or, as 
is more frequently the case, the securities may be purchased by 
the sponsors of the plan on the open market, in which case the 
cash does not have to be raised by the company. (4) Of course, 
the expenses of the reorganization must always be paid. If the 
company has been legally involved these will constitute a prior 
lien to be paid by the company before it is released by the court, 
except such expenses as are incurred by reorganization managers, 
committees, attorneys, etc., who may be compensated by dis- 
tribution of securities, provided for in the plan.’® If the company 
has not been legally involved and the reorganization has come 
about through the proposal of the plan by the so-called manage- 
ment group, the company, of course, will pay such expenses any- 
how. (5) It may happen (though rarely) that a whole class of 
security-holders will refuse to come into the plan under any con- 
ditions and will insist on cash payment. If they happen to occupy 
a particularly strategic position, such as having a lien on the ter- 
minal properties or rolling stock of a railroad, or hold securities as 
collateral which are of some value to the company, nothing re- 
mains to be done but to meet their demands.”° 
19 Bankruptcy Act, Sec. 77B, subdivision (5), clause (3). 


2° For discussions see Dewing, op. cit., pp. 96 ff., and C. W. Gerstenberg, Financial 
Organization and Management (3d ed.; New York: Prentice Hall Co., 1932), p. 791. 
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The sources from which cash may be raised are, of course, ex- 
tremely limited. The company may assess existing security- 
holders or require them to purchase new securities, upon pain of 
losing all or a part of their interest in the company (two analyti- 
cally indistinguishable procedures); it may sell an interest in the 
enterprise to new security-holders; it may disinvest capital from 
certain nonessential assets of the company; or it may secure an 
agreement from limited claim-holders renouncing all interest in 
earnings for a period of time. Needless to say, if any substantial 
amount of cash is required, only the first two methods are avail- 
able to the company. The last method is not generally regarded 
as raising immediately required cash." It should not be over- 
looked, however, that an agreement renouncing an interest in 
earnings is most certainly a contribution to the ultimate reorgani- 
zation and as such should be taken into account in the distribu- 
tion of securities. Indeed, if improvements are to take place over 
a period of several years, this is a more economical and feasible 
method of raising cash than by raising it at the time of reorgani- 
zation.” 

One of the most vital issues connected with the problem of cash 
requirements is that of how much cash should be utilized. De- 
spite its importance, this issue rarely if ever obtrudes itself into 
the discussions of reorgauization by financial and legal writers. 
This is a question of fact to be decided by technical experts. Be- 
cause this furnishes a very poor ground for dispute, the question 
never reaches a court and is largely a matter of conscience to be 
decided by the reorganizer. It should not, however, be overlooked 
as an important field for inquiry. 

2 Dewing, op. cit., p. 107; Gerstenberg, op. cit., p. 791. The view that renuncia- 
tion of interest is not the same as a cash assessment has been upheld by the courts; 


Jameson v. Guaranty Trust, 20 Fed. (2d) 808; Swaine, “Corporate Reorganization: 
Certain Developments of the Last Decade,” Col. L. Rev., XX VII, gor, 919. 


22 It should be noted at this stage that the primary effect of cash requirements on 
any single plan is an indirect one felt through an increase of the value of the enter- 
prise and an increase in the interests in the company. Because of the many impor- 
tant disputes revolving around this process, however, it has been distinguished for 
purposes of separate consideration. 
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INTERESTS IN THE COMPANY 
“The garment must be cut according to the cloth.”’ Having 
estimated the cloth available, a discussion may properly turn to 
the pattern. In using the term “interests” the writer has intended 
to include all claims for which the reorganizer might conceivably 
make some provision. The majority of these will appear on the 
balance sheet either as liabilities or as capital stock of the com- 
pany. One class which frequently does not appear on the balance 
sheet, particularly just before financial difficulty, is the holder of 
contingent claims. Of this class, the tort claimant is perhaps least 
significant. This type of claim has probably never been an impor- 
tant consideration in any reorganization, and so for purposes of 
this paper will be treated as if it were any other type of unsecured 
claim. Claims for anticipatory breach of contracts and leases, 
wholly or partially executory, constitute by far the most impor- 
tant class of the contingent liabilities. The claims of this class not 
infrequently play an important rdéle in the reorganization and 
have occasionally been the direct cause of failure of the company. 
A reclassification of familiar facts invariably leads to consider- 
able confusion, and yet at this point the writer has no choice. In 
the past the classification of rights has been primarily for pur- 
poses of giving a more or less complete legal description. The 
writer here poses a reclassification of legal rights solely for pur- 
poses of reorganization problems. The classification is therefore 
an economic one, and distinguishes these rights solely on the basis 
of interests in capital and return to capital. The following terms 
will be used for purposes of making the following distinctions: 
(1) Interests having a residual claim on earnings are to be dis- 
tinguished from those having a limited claim on earnings. (2) In- 
terests having a conditional claim on earnings are to be distin- 
guished from those having an absolute claim on earnings. (3) In- 
terests having a lien on assets are to be distinguished from those 
not having a lien on assets. (4) Interests having a specific lien on 
assets are to be distinguished from those having a general lien on 
assets. 
These classifications would seem to be sufficient to describe the 
various interests, but, since there are a number of disputes re- 
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volving around the priority of interests without specific reference 
to the nature of the interest, another classification will be used for 
the writer’s convenience: (5) Senior interests are to be distin- 
guished from Junior interests. 

To avoid any confusion, the following corporate instruments 
have the following interests: (1) Common stockholders have a 
conditional and residual interest in earnings. (2) Non-cumulative 
preferred stockholders have a conditional and limited interest in 
earnings. (3) Cumulative preferred stockholders have a limited 
and absolute interest in earnings. (4) General creditors, debenture 
bondholders, and holders of contingent claims have a (a) general 
(b) lien on assets for a limited and absolute interest in earnings. 
(5) Mortgage boldholders and holders of securities protected by 
collateral or trust certificate provisions have a (a) specific (b) lien 
on assets for a limited and absolute interest in earnings. 


PRINCIPLES OF REORGANIZATION 


Having now indicated the considerations which influence the 
determination of a fair plan, the discussion may properly turn to 
the principles to be applied. The ethical convictions underlying 
these principles may be observed in any debtor-creditor relation- 
ship in which the debtor is unable to meet his obligations by pay- 
ment in cash. In such circumstances the debtor must usually 
meet his obligations with what property he has. Each class of 
creditors is supposed to receive full payment before any junior 
class of creditors or the debtor receives any interest in the com- 
pany. If the property is sold for cash to an outsider, there is little 
difficulty in apportioning the property. If each class is to receive 
an interest in the property, however, the dispute will resolve itself 
into an argument concerning the value of the property and of the 
particular interest of the property which each class receives. This 
must inevitably lead to a dispute as to the method by which value 
is determined. 

The following propositions are submitted, not as statements of 
law, but as statements of ethical principles by which value may be 
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determined. The first group of principles is theoretical?’ and sets 
forth proposed rights of the various parties in interest. The sec- 
ond group of principles sets forth practical limits of the first group 
and indicates the method of applying them. The third group, like 
the first, is theoretical and covers certain cases which qualify the 
conclusions reached in the course of the discussion of the first and 
second groups of principles; and the fourth group sets forth limits 
to the application of the two preceding groups of theoretical prin- 
ciples. 
THEORETICAL PRINCIPLES 

I. Foreclosure principle-—With the consent of a majority, a class of claims 

a) Having a specific lien will receive new securities, having an equal in- 
come claim, and an equal claim on assets, to the extent that an interest 
is available for distribution; or may insist on payment in cash or the 
property covered by the specific lien. 
Having a general lien will receive new securities, having an approxi- 
mately equal income claim, and an equal claim on assets, or may insist 
on payment in cash or any property not covered by a specific lien.* 


b 


a 


The most fundamental principle of reorganization theory is 
that, before a class of junior securities may receive any interest in 
the company, the senior classes of securities must receive the full 
value of their interest in the company.*’ Despite its apparent 
simplicity, this has been the most seriously disputed of all sup- 
posed principles of reorganization. It has been the vortex of near- 
ly all dispute until the advent of Section 77B of the Bankruptcy 
Act, which has been the first indication of any interest in reform- 
ing the procedure of reorganization. 

The only judicially recognized method of determining value in 
the course of reorganization has been the judicial sale which ac- 


23 The term “theoretical” is used in the sense that the principles deal primarily in 
abstractions (e.g., “approximately equal income claim, etc.”’). They present only 
the underlying principles which serve as the philosophical basis for the rules of 
thumb applied in the “limiting” principles. 

24 The subject of deficiencies has not been treated here because of its relative in- 
significance in this subject. 

2s “Fundamental in theory” in the sense of the usual construction of the rights of 
parties in interests by courts. Aside from a schismatic school of theorists, to which 
reference will be made later, this principle has never been questioned. 
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corded the right of foreclosure to the various classes of lienholders. 
Prior to the enactment of Section 77B, this right was generally 
accepted.” This right has presumably not been altered by Section 
77B.”7 The judicial sale is, of course, one type of market valuation 
of the concern; the market whose opinion is registered in this case 
consists of outside prospective purchasers, any parties in interest 
who might wish to combine and reorganize, or any underwriting 
syndicate which is approached for purposes of promoting or re- 
financing the corporate property. The valuation of this group is 
registered at the sale whether they agree to advance funds or not. 
The rules of the market are such that, except in cases where bond- 
holders demand cash or property, there is no competitive bidding. 
Even where there is competitive bidding, prospects of earnings 
are usually so poor as to make virtually impossible a competitive 
cash valuation of the property greater than the scrap value of the 
concern.”* Under unusual speculative conditions the valuation 
may slightly exceed scrap value; however, the circumstances in 
such cases are exceptional. Since the buyers are most frequently 
unacquainted with specific conditions the valuation even under 
such unusual circumstances will most often be considerably less 
than a valuation by relatively well-informed persons connected 
with the business. However, there have been no indications of a 
general willingness on the part of courts to abandon judicial sale. 
Whatever may be its shortcomings, it has the advantage of at 

2% Kansas City Ry. Co. v. Central Union Trust Co., 271 U.S. 445, 454 (1926); 


Guaranty Trust Co. v. Mo. Pac. Ry., 238 Fed. 812, 814; N.Y. Trust Co. v. Conti- 
nental and Commercial Trust & Savings Bank, 26 Fed. (2d) 872, 874 (C.C.A. 8th 
[1928)]). 

27 At least no direct authority may be found in the act. Some current opinion has, 
however, taken a contrary attitude. In an interesting case in the U.S. District 
Court of Maryland before Chestnut, J. (December 6, 1934) a stockholders’ plan was 
accepted over the dissent of a majority of bondholders who had advanced a plan 
which entirely excluded stockholders. The only authority for the decision was that 
Sec. 77B was interpreted by the court as dictating a liberal treatment of stockholders 
(In re Lake Drive Realty Court). A contrary opinion was handed down by J. Learned 
Hand in the Second District (N.Y.) Circuit Court of Appeals, who did not feel that 
subdivision (5), clause (5), authorized the acceptance of a plan over the dissent of 
the bondholders (In re Murel Holding Co., March 11, 1935). 

28 “Scrap” value is here to be distinguished from “junk” value. It is here used in 
the sense of the market value of the disassembled items. 
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least furnishing some standard of the rights of the lienholding 
classes. Two limitations of this method of valuation should be 
noted, however. 

Turning temporarily to the matter of dissenting minorities, it is 
clear that where the minority have the right to insist on cash, 
they should receive only the equivalent of the scrap value of the 
concern, since they would receive no more than that if the com- 
pany were sold to outside bidders.*® Where, however, a dissenting 
minority object, not to their failure to receive cash, but to the fact 
that they have not received sufficient securities to preserve the 
full rights of their class, their objections are considerably more 
impelling. It would seem that, if they have received absolute 
claims with an equal income and an equal claim on assets, they 
have little reason to object. Where, however, they must accept 
conditional claims, some standard of valuation is required where- 
by the future earnings of the company are predicted and thus the 
present value of assets estimated. Their objections carry par- 
ticular weight when it is realized that creditors are notably lax in 
the enforcement of their rights.*° 

Even supposing that the agreement of a majority might equi- 
tably establish the rights between lienholders and equity-holders, 
the appearance of an intermediate party (e.g., preferred stock- 
holders) in interest vastly complicates the problem of fairness. 
Since the lienholder has the right to exclude junior interests com- 
pletely, he may virtually dictate the distribution of securities be- 
tween the junior classes. It would seem, then, that another stand- 
ard of fairness than judicial sale is required. While courts have 
said that the interests of intermediate parties must be recognized, 
they have set forth no methods by which equitable recognition 
can be measured. 


Il. Redistribution principle —Holders of claims not having a lien, and not to 
receive payment in cash, will receive new securities 


29 For excellent discussion see S. Spring, “Upset Prices,” Harv. L. Rev., XXXII 
(1919), 489; and J. L. Weiner, “Conflicting Functions of Upset Price,” Col. L. Rev., 
XXVII (1927), 132. 

3° See the opinion of J. Williams, in re English, Scottish and Australian Bank 
(1893) 3 c. 385. 
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a) With an approximately equal income claim and an equal claim on 
assets, in the order of obligation, and to the extent that an interest is 
available for distribution. 

b) With an income claim equal to the capitalized value of the increase of 
present worth of future earnings imputable to their cash contribu- 
tions, if any. 

In searching for an additional method of valuation of the con- 
cern by which the fairness of a plan may be measured, it is neces- 
sary to bear in mind the definition of value already set forth, i.e., 
the capitalized value of future earnings. Some form of market 
valuation has been the most frequent standard of value used by 
courts in the settlement of disputes between private citizens.* 
As might have been anticipated, therefore, still another “market 
valuation” has been suggested: the market value of the securities 
immediately after reorganization.” 

It is necessary to distinguish two possible applications of this 
principle. The first is in the case where the junior interest has 
contributed cash and the dissenting group or any intermediate 
parties in interest object because the securities received by the 
junior class are worth more than their cash contribution, while 
the securities received by the dissenting or intermediate interests 
are worth less than the face value of their former claims. This ap- 
plication has come before the courts in a number of instances and 


3* In matters between a private citizen and a sovereign other methods of deter- 
mining value have been used. Thus, in determining value for property taxation and 
rate-setting purposes, “‘cost” or “reproduction cost” has been frequently used. The 
reasons why these standards, satisfactory for application to a successful firm in a 
prospering industry, are not satisfactory to apply to a failing firm in a possibly over- 
expanded industry have already been discussed (see above, pp. 384-85). For an ex- 
cellent discussion of methods of valuation see J. C. Bonbright, “The Problem of 
Judicial Valuation,” Col. L. Rev., XX VII (1927), 127. Unfortunately he did not 
clearly point out the distinction between “value” and “valuation,” for at least one 
writer was able to conclude from his article that value has no precise meaning (see 
J. Frank, “Some Realistic Reflections on Corporate Reorganization,” Va. L. Rev., 
XIX [1933], 541, 557)- 

3? It is difficult to understand why the market valuation of the securities (i.e., the 
sum of the price times the number of outstanding securities of each class) before the 
reorganization has not been suggested. 











A RATIONALE OF CORPORATE REORGANIZATION 397 


has been uniformly refused.** It has been suggested, however, 
that in this second situation the case where junior security-holders 
have not contributed cash, the principle might well be applied.** 
The adoption of this principle is of course made impractical by the 
fact that it seeks to apply a valuation which the reorganization 
committees have no way of knowing before devising the plan.* 
In addition to this argument and the arguments against any type 
of market valuation already adverted to, there would seem to be a 
sound economic reason for not adopting this principle in either 
case. 

A market quotation of the price of several units of securities is 
no indication of what the entire enterprise would be worth if all 
its securities were to be sold at one time. Thus those who advo- 
cate the market valuation of the securities as a standard of fair- 
ness assume either (1) that demand is inflexible; i.e., that there 
would be buyers at that price even if all the securities were offered, 
or (2) that courts can predict the amount of securities which will 


33 This view was advanced by counsel to lower courts in the Frisco, Rock Island, 
and M-K-T reorganizations but did not prevail (see Swaine, “Corporate Reorganiza- 
tions: Certain Developments of the Last Decade,” Col. L. Rev., XX VII (1927), 901, 
915, N. 47, PP. 9OI, 915, n. 47). It was expressly overruled by the Circuit Court of 
Appeals in Jameson v. Guaranty Trust Co., op. cit. 


34 Cf. H. J. Friendly, “The Corporate Reorganization Act,” Harv. L. Rev., 
XLVIII (1934), 37: “The simple form of plan which forces creditors to accept senior 
securities having a market value substantially less than the par amount of the 
creditors’ claims and permits stockholders to retain their entire equity position 
without assessment, ignores the fundamental fact that creditors are entitled not 
merely to priority but to payment. Since they cannot be paid in cash, they should 
be paid, so far as the resources of the company permit, in securities having the value 
of cash. Although the corporate assets may have an appraised value in excess of the 
amount of the debts, the total market value of the securities may be far less than 
that amount. If the stockholders are to be allowed, without assessment, to retain 
any interest in the business, this interest must not be so substantial as to detract 
seriously from the market value of less than 100 cents on the dollar of the creditors’ 
claims and permits stockholders without assessment to retain a substantial share in 
the enterprise is, in the language of the Supreme Court in the National Radiator 
Case [which is not an authority, however], an attempt to invoke the power of the 
court not to enforce rights of creditors, but to defeat them.” 


3s J. C. Bonbright and M. M. Bergerman, “Two Rival Theories of Priority,” 
Col. L. Rev., XXVIII (1927), 127. 
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be offered at any one time. Either assumption is of course absurd. 
As a matter of fact, there is good reason to suppose that any price 
for a security which has no present interest in earnings has a high 
degree of flexibility.*° The application of this standard to the situ- 
ation where the junior security-holders have contributed cash is 
obviously unfair, since the market quotation may represent the 
opinion of only a small group of buyers. If all the securities were 
placed on the market, the quotations might well be as low as or 
lower than the amount of the contribution. The application of 
this standard of fairness to the situation where the junior security- 
holders do not contribute cash would seem to be subject to similar 
though less certain objections. Recognizing the flexibility of se- 
curity prices and the fact that a revocation of the interest of 
junior security-holders need not necessarily increase the market 
valuation of the senior interests, it would seem that this standard 
of fairness should not be applied in either situation. 

36 Under such conditions the reorganization committee not only can know the 


quotations of securities which will prevail after adoption of the plan, but can and 
probably does determine the market quotations of the security. 


[To be continued] 
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American Bank Failures. By C. D. BREMER. New York: Columbia 

University Press, 1935. Pp. 144. $2.25. 

After a rather brief survey of the banking situation leading up to the 
general suspension of March, 1933, Mr. Bremer sets forth a very con- 
siderable volume of statistical data on bank failures in the United 
States since 1865. These data cover the number and resources of failed 
banks, both state and national, not only in absolute but alse in relative 
figures, giving the percentages of the total number and resources, re- 
spectively, of these banks to active banks. Further, they contain the 
failure rates for both state and national banks classified according to 
size of capital stock and the proportion of total failures that occurred 
in towns and cities of different sizes. 

The author concludes that the failure rate of state banks has been 
much greater than that of national banks. He also concludes that 
small banks were more susceptible to failure than the large because of 
the greater rate of failure of small banks in the country-wide averages. 
However, had he computed his failure rates on a regional basis he 
would have discovered that the small banks, in many instances, be- 
haved quite as well as the larger ones. The average failure rate of 
small banks for the whole country is badly distorted by the fact that 
the depression-ridden agricultural sections contained such a large num- 
ber of small banks. The author also concludes that, since the greater 
proportion of failures during the 1921-32 period were in the smaller 
communities, it is the smaller communities that are particularly 
susceptible to bank failures. It would be interesting to have a computa- 
tion of the rate of failures in these communities compared to that of the 
larger cities. 

Mr. Bremer gives a useful and interesting explanation of the proper 
interpretation of the comptroller’s reports on recoveries made by credi- 
tors of failed national banks as a preliminary to data on liquidation of 
failed banks. He finds that creditors of smal] banks fared worse than 
those of the larger banks. Again, one wishes for further analysis to 
see, if possible, whether size or location was responsible for the lower 
percentage of recovery from the small failed banks. 
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It is Mr. Bremer’s conclusion that responsibility for failures rests 
largely upon the dual system of banking with the resulting unwise 
lowering of standards as state and national systems vied for public 
favor. He puts no small amount of blame upon the lack of liquidity 
arising in the shift in bank assets away from commercial loans to 
security loans and investments. Particularly, he criticizes the weak 
investment policies of many banks which resulted in loading portfolios 
with second-grade bonds or worse. 

The most useful feature of the book is the assembly, from official 
sources and in convenient form, of a substantial amount of statistical 
material bearing upon our present-day banking problems. 

R. G. THomas 
Purdue University 


German Monetary Theory, 1905-1933. By HowarpS. Exuts. “Harvard 
Economic Studies,” Vol. XLIV. Cambridge, Mass.: Harvard Uni- 
versity Press, 1934. Pp. xv+462. $5.00. 

Monetary theory is one of the most neglected fields in the history 
of economic thought, and a study opening up the German literature 
since 1905 has the value of pioneer work far beyond the English-speak- 
ing community of students. The more so when the study embraces 
some three or four hundred books and articles in a most scholarly 
analysis and appreciation, and adds to the painstaking work of “‘dig- 
ging”’ the critical spirit of a theoretical economist, fully equipped with 
the armor of the present-day analytical approach. 

The literature reviewed in this book is strictly limited to the period 
indicated in the title. Of course, this also limits the historical under- 
standing. There is hardly any attempt to approach development or 
evolution of thought even during the period under review, and almost 
none to point out mutual influences between the German and the 
Anglo-American literature. But the German literature of the period 
is almost exhaustively treated, including the Austrians, non-German 
writers such as Cassel and Wicksell who wrote in German, and foreign 
writers on German monetary problems of the post-war period (es- 
pecially F. D. Graham). Unfortunately, the author overlooked the 
penetrating book of Bresciani-Turoni, whose Italian work (1932) on 
the mark properly belongs, as to its subject and intellectual back- 
grounds, to the German literature. More surprising is the neglect of 
such publications as the two very voluminous symposiums of the 
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List-Gesellschaft on reparations and on capital accumulation, both deal- 
ing with monetary issues. Furthermore, Adolf Wagner’s book on 
money (1909), the pre-war discussions on the réle of central banks 
(e.g., Plenge, 1912), the post-war discussions on capital shortage after 
the inflation (Fiirstenberg, Welter, etc.), some of the writings of such 
well-known authors as Lexis and Lotz, are practically omitted. But 
these are minor omissions as compared with the astonishing volume 
of literature abstracted and scrutinized by the author, who is on almost 
every page keenly engaged in comparing the points of view and results 
of his “Germans” not only with one another, but also with his own 
views and those of leading Anglo-American writers, especially Mar- 
shall, Keynes, Pigou, Robertson, Hawtrey, B. M. Anderson, Cannan, 
etc., but without raising issues of originality or independence of con- 
tribution. (No comparison is made at all with French and Italian 
theorists.) 

The method of Dr. Ellis consists in taking up selected outstanding 
problems, one after another, grouping the German authors according 
to their position on that problem, and drawing critical as well as con- 
structive conclusions. Consequently, the works of only a few authors 
are discussed in their entirety or as a whole, but each author appears 
in the discussion whenever any of his work is applicable to the prob- 
lem under discussion at the moment. More important is the shortcom- 
ing due to the lack of any other but purely theoretical interest. Mone- 
tary and banking theorists are virtually divorced from problems of 
monetary and banking policy, except for occasional hints as to the 
preferences of individual authors. Practically no attempt is made— 
beyond the obvious—to understand any “movement” or “trend’’ in 
German financial history. The problems raised and the approach used 
are those of a schoolman and technical expert rather than of an 
economist in the sense of a “scientific statesman.” This is no criticism 
of Dr. Ellis’ work, but is necessary to characterize his approach. 

Accordingly, he is not interested in the literature of a descriptive 
or historical type at all. The German historical school, however, has 
done its best work in historical and statistical analysis, the results of 
which have nowhere been presented in a satisfactory way. Dr. Ellis 
neglects even those few and unsatisfactory presentations existing, and 
has practically nothing to say about the implications and statements 
of a theoretical type which are contained in the non-theoretical litera- 
ture of the period. This shortcoming of the book can hardly be excused 
by its title, but is rather due to the preferences and purely theoretical 
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background of the author. It not only diminishes the completeness of 
his work but also disturbs slightly his outlook. His presentation, e.g., 
of the discussion between nominalists and metallists since Knapp’s 
State Theory of Money (1905), to which the whole first part (122 pages) 
is devoted, would have taken on a substantially different color if 
properly related to the background of the historical school and the his- 
torical studies, the outgrowth of which it was. It might also have 
helped somewhat Dr. Ellis’ judgment in discriminating between im- 
portant and unimportant writers and between right and wrong opinions 
of those writers, if the results of contemporary and previous historical 
analysis and experience had been taken more into account. 

The purely theoretical interest of the author is most conspicuous in 
the second part of the book (pp. 125-202), dealing with “The De- 
termination of Price Levels.”’ It deals in reality with the formulations 
of the quantity theory and its component elements, and with the 
problem of the valuation of money (in general). Both roads lead Dr. 
Ellis to overwhelmingly dialectical exercises, and to an emphasis on 
verbal distinctions between the English and German terms which 
hardly justifies the amount of intellectual effort devoted to them. 
What, for instance, is the difference, after all, between the (old) trans- 
actions approach and the (more recent) cash balance approach to the 
concept of monetary velocity? Dr. Ellis does not seem to realize that 
the choice is at best a matter of convenient expression. Nor is his inter- 
est in the quantity theory that of using it as an intellectual tool for the 
formulation of scientific policies. As a matter of fact, his discussion 
might have been much more fruitful if he had approached both the 
quantity theory type of reasoning and its critics more in factual terms 
of causal interdependence of factors, and less in terms of “modes of 
statement.” 

The third part (pp. 203-89) is devoted to the explanation of prices 
and foreign exchanges under the Great Inflation, while the fourth and 
longest part puts the business cycle theories under fire. Both parts are 
very important for every student of the theories in question who wants 
to get acquainted with the more refined issues in those fields. Both 
suffer, however, from the tendency of Dr. Ellis to discuss the indi- 
vidual author or theory in terms similar to a book review and to write 
“running comments” rather than to engage in a comprehensive and 
systematic discussion. Many of his discussions read like dialogues be- 
tween him and the reviewed author, the bearing of which is hardly 
intelligible for any third person not very thoroughly acquainted with 
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the subject. In addition, the foreign exchange theories are almost 
exclusively those related to or under the influence of the Great Infla- 
tion, and Dr. Ellis himself tends somewhat to overemphasize the 
problems and aspects involved in that unique experiment. As to busi- 
ness cycle theory, the emphasis on Wicksell is by no means justified by 
any historical reasons, nor is the neglect of the traditional types of ap- 
proach to the cycle excused by the mere hint that they overlooked the 
credit creation aspect of the banking process. 

If Ideengeschichte has to do with the development of ideas, and 
Dogmangeschichte with the historical review of writers, this book be- 
longs certainly in the second category. As such, it had to choose more 
or less arbitrarily its heroes, and American readers will be satisfied 
with most of the choices. The connoisseur might occasionally be sur- 
prized to find a second-rate historian like Helfferich stretched to the 
rank of a first-rate theorist, a popularizer like Répke promoted to an 
original thinker, or a confused statistician like Wagemann quoted in 
the front line of all theoretical discussions. But on the whole, Dr. 
Ellis shows a well-balanced judgment—slightly biased toward the 
predilections of a younger group of Austrian economists—and is often 
very critical toward his own heroes. With relentless logic, he shows the 
succession of changes in Cassel’s ideas, the self-contradictions of 
Wieser, the zealous eclecticism of Mises, the logical incorrectness of the 
assumptions underlying Hayek’s “intertemporal equilibrium,” etc. Of 
course, his criticism stops short about at the point where current 
Anglo-American literature stood by 1932; his own constructive at- 
tempts do not lead much deeper. 

In spite of its limitations this study is an outstanding contribution 
to the literature of its field. It is the thankless task of the reviewer to 
point out the shortcomings and defects while the amazing wealth of 
literary information and the wide range of valuable suggestions for 
theoretical discussion furnished by the author can only be hinted at 


in a casual way. 
MELCHIOR PALYI 


University of Chicago 
A Program for Land Use in Northern Minnesota. By Oscar B. JEs- 
NEss and ReyNotps I. NOWELL. Minneapolis: University of Min- 
nesota Press, 1935. Pp. xvi+338. 
This study of the land resources of the state of Minnesota in terms 
of the uses to which they are put is the result of the co-operative effort 
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of the University of Minnesota and the Division of Land Economics 
of the United States Department of Agriculture. The area surveyed 
was the fourteen counties in the cut-over lands of northern Minnesota. 
The scope of the study includes a description of the region, including 
its natural, socio-economic, and governmental characteristics. 

Present uses of the land are analyzed in detail, and the conse- 
quences of planless land use pointed out. Present and prospective pro- 
grams of adjustment of land use are discussed, with attention to such 
subjects as land classification, rural zoning, improved use of forest 
lands, acquisition and use of land for public purposes, and improved 
use of agricultural land. The problems involved in moving farm 
families from uneconomic locations to new lands are dealt with, as are 
also the adjustments in local government incident to a rearrangement 
of land use and farm population. 

The book is amply illustrated with maps and photographs and is a 
model study of its kind. It is one more evidence that the community is 
awake to the need for making the most of its most valuable asset—the 


land. 
E. A. Duppy 


University of Chicago 
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